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Tucson Electric Power Company - Residential Bill Impact

Average Monthly (767 k\Wh) Current Settlement Difference
Customer Charge $7.00 $10.00 $3.00
Delivery Charge 41.87 45.90 4.03
Fuel 28.73 24.61 -4.12
Bill (Excluding REST & DSM) $77.60 $80.51 $2.91
REST 3.80 3.80 0.00
DSM 0.96 0.34 -0.62
Bill (Including REST & DSM) $82.36 $84.65 $2.29
Base Fuel Charge $22.83 $25.67 $2.84
PPFAC 5.90 -1.06 -6.96
Net Fuel $28.73 $24.61 -$4.12
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Introduction

Q.

A

Please state your name and business address.

My name is Rick Gilliam. My business address is 1120 Pearl Street, Suite 200 in

Boulder, Colorado.

On whose behalf are you submitting this rebuttal testimony?

This testimony is submitted on behalf of The Vote Solar Initiative (“Vote Solar”).

By whom are you employed and in what capacity?

| serve as Director of Research and Analysis for Vote Solar, and oversee policy

initiatives, development, and implementation.

Vote Solar is a non-profit grassroots organization working to foster economic
opportunity, promote energy independence and fight climate change by making
solar a mainstream energy resource across the United States. Since 2002, Vote
Solar has engaged in state, local and federal advocacy campaigns to remove
regulatory barriers and implement the key policies needed to integrate solar into
the marketplace. We have nearly 2,500 Arizona members with 269 within TEP’s

service territory.
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Please describe your experience in utility regulatory matters.

Prior to joining Vote Solar in January of 2012, my regulatory experience included
five years in the Government Affairs group at Sun Edison, one of the world’s
largest solar developers, twelve years at Public Service Company of Colorado
(PSCo or the Company) as Director of Revenue Requirements and twelve years
with Western Resource Advocates (WRA — formerly known as the Land and
Water Fund of the Rockies or LAW Fund) as Senior Policy Advisor. Prior to that, |
spent six years with the Federal Energy Regulatory Commission. All told, | have
in excess of 30 years of experience in utility regulatory matters. A summary of

my background is attached as Appendix A.

Have you previously testified before the Arizona Corporation Commission

(“ACC” or “Commission”)?

Yes. | testified before this Commission on behalf of the LAW Fund in some of
the early proceedings regarding the development of a renewable standard, and

have participated in a number of rulemakings in the intervening period.

Before what other utility regulatory commissions have you testified?

| have testified in proceedings before the Public Utilittes Commission of

Colorado, Nevada Public Utilities Commission, the New Mexico Public
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Regulation Commission, the Utah Public Service Commission, the Wyoming

Public Service Commission and the Federal Energy Regulatory Commission.

What is the purpose of your testimony?

The purpose of my testimony is to provide the Arizona Corporation Commission
(ACC) with Vote Solar’s perspective on how the the cost recovery and rate
désign proposals of Tucson Electric Power (TEP) may affect current solar

customers and future solar adopters in TEP’s service area.

Please summarize your testimony.

Utilities across the country, including TEP, are experiencing major changes and
shifts in the way customers use energy. Growth in retail éales on an aggregate
basis, is slowing across the U.S., due largely to reduced economic activity
cou}pIAed with increased deployment of démand side nﬂanagement technologies
and distributed generation resources. According to the U.S. Energy Information
Administration (EIA), total delivered electricity use in all sectors is predicted to
increase at an annual growth rate of 0.7 percent per year from 2010 through the
year 2035." Furthermore, The EIA projects that both distributed generation solar

(DG solar) and microturbine electric generation additions between 2010 and

! Faruqui, Ahmad and Eric Shultz. “Demand Growth and the New Normal: Five forces are putting the squeeze on electricity
consumption” Public Utilities Fortnightly, December 2012; < http://www.fortnightly.com/fortnightly/2012/12/demand-growth-
and-new-normal/page/0/1 7authkey=4a6¢f0a6741 leeSeTc2ace5dad616b72fdel 0e3 fbe215164cd4eSdbd8e9d0co8>.
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2035 will outpace the growth in conventional natural gas-fired cogeneration,
wind, and fuel cells.? TEP is not immune to these meta changes, being felt by
utilities across the nation. TEP like many utilities is seeking incremental changes
in certain aspects of their business model to cope with a changing energy
landscape. In this proceeding, TEP is proposing a number of structural changes
to its retail rates in an effort to reduce the uncertainty and improve the stability of
revenue recovery related to electric sales. In this testimony, | address three of
those changes that will affect DG solar customers: the proposed increase to the
monthly customer charges; the proposed increase in the demand ratchet for
certain customer classes to 100%; and the Lost Fixed Cost Recovery

Mechanism.

Please characterize Vote Solar’s interest in this TEP rate case.

A sizable amount of Vote Solar’s work is focused on rate design issues related to
distributed generation (DG) solar. Vote Solar is actively participating in net
metering and broader rate design regulatory proceedings in states across the
U.S, including: Arizona, California, Colorado, Minnesota, New Mexico, New York
and Vermont among others. Our interest in this case is as follows: TEP’s
proposals in this rate case indicate that the utility is restructuring its rate design to
account for higher penetrations of DG solar, and other energy reducing

technologies. We believe TEP, and this proceeding, will establish new

2 Ibid.



10

11

12

13

14

15

16

17

18

19

20

21

22

Direct Testimony of Rick Gilliam
The Vote Solar Initiative
TEP Rate Case E-01933A-12-0291

ratemaking concepts that other utilities may wish to follow. The trends

experienced by TEP as outlined by TEP witnesses are not unique to TEP but

rather point to over-arching shifts in the national utility landscape. Thus the

outcome of this rate case has implications beyond Tucson and Southern Arizona,

and we want to ensure that the decisions made in this rate case do not harm the

potential for DG solar to play an increasingly large role in the TEP service area,

or éven the national landscape. Trends highlighted in this case include:

Reduced sales growth: As a result of many different factors including the
economic recession, increased customer efficiency, increased self-
generation, the growth in sales is projected to be below historical norms.
Increased cost growth: Additional costs are being incurred by TEP to serve its
customer base, both in terms of investments and increased cost of
operations, regardless of the amount of sales growth anticipated;

Increased environmental concern: in the wake of hurricane Sandy, and Irene
and Lee before it, there is increased awareness and concern about the
effects of climate change. There could soon be additional federal pressure to
reduce carbon emissions, including reducing emissions from its conventional
coal burning fleet of generators.

Increased consumer preference for clean resources: there is great popular
support for increasing the amount of clean energy in the mix of resources
used to generate electricity in TEP’s service area in Arizona, and even

naticnwide.
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Commissions are rightly concerned about the effect of these trends on the retail
electric rates that customers will be asked to pay. In this proceeding, there are
certain rate proposals that represent changes to TEP’s cost recovery
mechanisms, which would impact the ability of TEP’s retail customers to install
solar on their homes and businesses. It is these changes that specifically

interest Vote Solar.

Please describe some of the popular support for clean renewable

resources in Arizona.

According to an article in the Arizona Journal on September 19 of this year, “four
separate public opinion surveys conducted in May 2011 by APS and the
Morrison Institute for Public Policy revealed that 94% of APS customers support
increasing the use of solar energy.” In TEP’s service territory, a utility-conducted
poll found that 73% of respondents agreed or strongly agreed that “it is important
TEP uses all types of renewable resources including solar, wind, geothermal,
hydroelectric, biomass and biogas, to provide energy to their customers.”
Additionally, 74% agreed or strongly agreed that; “it is important TEP uses solar
power as the primary renewable resource to meet its renewable energy

requirement.”

What is TEP’s view of the effect of recent economic conditions?
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A. In response to discovery, TEP stated as follows:

“TEP believes that the weak economic conditions that have existed for the
last several years have contributed to load and sales reductions. These
conditions have created residential and commercial vacancies and caused
individuals and businesses to look for new ways to keep down their costs.
TEP believes that these cost reduction efforts include conserving their
utilization of electricity, and thus impact sales. However, TEP does not
have any specific studies to estimate the magnitude of impact that the
economic downturn has had on sales.”

Q. Can the effect on electricity sales of the recession be estimated?

A. Yes. By comparing actual pre-recession sales growth rates with growth rates in-
recession and accounting for sales reduction related to efficiency and distributed
generation, the effect of economic conditions over the last five years can be

estimated.

2000-2007 growth rate 2.3% | TEP/Bonavia, p. 6

‘2007 Retail Sales , 9,634 GWh | 2007 Form 1

Estimated 2011 sales with pre-recession 10,551 GWh
growth rate applied

l Actual 2011 Sales : 9332 GWh 2011 Form 1
Estimated total sales reductions 1,219 GWh

| 2011 sales reductions related ’;o EE | 66 GWh I TEP/Bonavia;p. 7
2011 sales reductions related to DG 89 GWh | TEP/Bonavia, p. 7

Estimated sales reduction effect of 1,064 G\Wh

economic conditions

® TEP response to VSI 1.22
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From this “back of the envelope” analysis, it is clear that sales reductions related
to energy efficiency programs and distributed generation are minor compared to
those related to economic conditions — only 5% and 7% respectively. This
analysis also does not take normal weather into account. The cooling degree
days in 2011 (both for that year and on a ten year rolling average basis) are
higher than those in 2007, the implication being that hotter than normal weather

helped to increase sales in 2011.

Should the level of sales growth remain very low to zero as a result of the
aforementioned factors, would there be some constant level of costs to

provide electric utility service that can be achieved?
It doesn't appear so. There are certain costs that will continue to increase:

“Given the need to replace components of the infrastructure costs increase
because of the replacement of fully depreciated capital items with new equipment
that has higher costs just because of inflation. Further, the assumption of
constant load does not mean that new investment to connect new customers is
not occurring. This new investment costs more than the average cost included in
rates. Constantly changing environmental regulations require the investment in
new facilities to meet those requirements. The net result is increased rate base
and thus higher revenue requirements to support capital. In addition, expenses
also increase over time due to a variety of factors such as inflation, government
mandates and other factors beyond the reasonable control of the utility such as
healthcare costs, postage, taxes and so forth.*

* TEP response to VSI 2.21
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In summary, TEP indicates “constant, or flat, electric sales over five years do not

translate equally to flat capital investments or flat O&M expenses. »

Do you have examples of cost increases since the last rate settlement?

Yes. TEP noted the following major O&M increases between 2006 and 2011:°

Payroll: $ 6.8 million
Overhaul and outage normalized expenses: $ 6.3 million
Pension costs: $ 4.6 million
Transmission cost: $ 5.9 million
Outside Services: $ 4.1 million

Total $27.7 million

While one would hope that some steady state level of expenses (including return
on assets) could be reached for a static level of sales, current experience

appears to run counter to this ideal.

What are the implications of these cost increases combined with the sales

reductions that TEP describes?

Recent sales reductions due to a variety of causes puts significant pressure on
TEP’s ability to maintain its desired earnings levels, especially in an environment
where costs continue to increase. It’s difficult to predict, for example, what the

new “normal” level of sales growth will be over the longer term when the

> TEP response to VSI 1.38 (see also VSI 1.07)
® TEP response to RUCO 2.04

10
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economy recovers, compounded by the question of whether the extreme weather
experienced during the test period is the new normal. However, if the normal
level of sales growth is substantially less than the 2.3% that TEP enjoyed pre-
recession and costs continue to grow, the unavoidable result is a series of

significant rate increases under the traditional regulatory model.

Is there any way to estimate future potential rate increases?

There are many variables that impact the costs of providing electric service,
however the current increase request could be representative of future increases
if current conditions persist. Indeed, capital additions are expected to increase
over the next five years to a level about 50% higher than those of the last five

years.’

What factors might cause TEP to have increased sales, offsetting recent

historical trends?

Sales can increase as a result of a revitalized economy (both electricity use per
customer and number of customers), new “must-have” home appliances such as
plasma screen TVs, and importantly, increased penetration of electric vehicles.
Additionally, increasing frequency of extreme weather will cause increased use of

air conditioning equipment, and hence sales will likely increase. While the 2011

7 See TEP witness Larson Direct Testimony, page 13, lines 6-8.

11



10

11

12

13

14

15

16

17

18

19

Direct Testimony of Rick Gilliam
The Vote Solar Initiative
TEP Rate Case E-01933A-12-0291

test year may be “extreme” in terms of cooling degree days when compared to a
ten-year average, it may in fact represent the new normal. Each of these
changes would increase sales from test year levels and result in margin

improvement for TEP.

How is TEP proposing to deal with these trends?

In its Application and subsequent discovery, TEP describes its efforts to manage
fts costs, but there is no real strategic change in operational direction discernable
in this rate filing by TEP. TEP witness DesLauriers suggests that the challenging
operating conditions including the economy, regulatory requirements, and effect
of new technologies, will impact TEP over the near and medium terms.® TEP
continues to operate itself under essentially the same traditional business and
regulatory model virtually all regulated utilities have used for decades. It does
however seek several new rate mechanisms to provide quicker and more stable
recovery of its costs as a means of reducing earnings uncertainty related to
conventional retail electric service in this changing world. In other words, TEP is
not addressing the underlying structural changes but rather some of the

symptoms.

8 Direct Testimony pages 10-13; note that near and medium terms are undefined.
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In addition to the conventional adjustments to its test year for in-period and post-
period changes, TEP ié proposing a humber of changes in its revenue recovery
strategies that would increase the certainty of it recovering certain perceived

revenue shortfalls including:

¢ Transferring recovery of certain demand-related costs from the existing
mechanism (sales or demand-based, depending on class) to the flat monthly
customer charge;

o Modifying the existing 50% or 66% C&l demand ratchet to a 100% ratchet;

¢ Imposition of a limited decoupling mechanism known as the LFCR applicable
to all rate classes other than water pumping and lighting; and

e Imposition of a rate rider mechanism to recover capital and operating costs
related to environmental controls on existing coal plants.

Given the changing world TEP itself describes, in order to avoid a long series of
rate increases, we believe the Company and the Commission should begin
consideration of new paradigms of utility and regulatory operations in which sales
growth is minimal, capital investment is limited to connecting new customers and
replacing worn out assets, and expense growth is related primarily to inflationary
levels. Minimizing significant capital additions in the future reduces the risk of

future non-maintenance related stranded assets.

What should TEP be considering?

13
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TEP is among the first utilities addressing this changing world in the near term.
Indeed, a recent report® from the Deloitte Center for Energy Solutions — The
math does not lie: Factoring the future of the US electric power industry -
addresses these very issues and concludes electric companies should rethink
their strategies, and consider options that include very strict management of the
“numerator,” i.e. the cost side of the equation, new regulatory structures and
initiatives, development of new regulated revenue streams, and consideration of

innovative business models and non-regulated business expansion.

Is TEP moving in this direction in this proceeding?

Yes, it is to an extent. TEP describes in its testimony its éost management
efforts. Additionally, TEP proposes a partial decoupling mechanism providing a
new rate recovery structure that begins to address future sales uncertainty. In
addition, implementation of the Smart Grid, initially through meter upgrades, will
provide additional information about customer behavior and effects on the grid
providing the potential for more efficient operations. However, TEP'’s investment
in smart meter deployment represents only about 1.3% of total regulated
investments over the last four years. The following chart provides the status of

smart meter deployment.

? See http://www.deloitte.com/view/en_US/us/Industries/power-
utilities/24d2878b0898a310Ven VCM2000003356f70aRCRD.htm

14
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Deployment of Interval % of Projected
“Smart” Meters'® Meters Total Completion11
Residential 112,119 29% 6 years
Commercial 16,276 42% 5 years
Industrial 108 100% Complete
Distribution Feeders 277 68%  Complete'

The problem we have today is that we simply don’t know how persistent current
conditions will be, and how they may change in the future. TEP should be
commended for moving in this direction and encouraged to build out its advanced
metering infrastructure to provide increased transparency and data availability to
further improve opportunities for increased efficiency in operations, and to help

develop more effective rates and cost recovery mechanisms in the future.

Q. Do you have concerns with any of the new proposals set forth by TEP in

this proceeding?

A. Yes. | will address three proposals — the increase in the monthly customer

charge, the increase in the demand ratchet, and the partial decoupling

mechanism.

" TEP response to VSI 2.02.

"' TEP response to VSI 3.02

"2 Ibid, TEP indicates “The remaining 131 feeders have meters that provide the data needed at this time. There are
no plans to replace any of the remaining 131 meters with Smart Meters.”
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Proposed Increase to Monthly Customer Charge

Q.

A.

Please describe the change to the customer charge proposed by TEP.

For virtually all rate classes, including those with demand-based charges, TEP is
proposing to recover a portion of demand-related costs through the monthly

customer charge, aka service and facilities charge, to remedy revenue instability.

Is this a common practice for the recovery of non-customer-related costs?

Generally not. Common practice is to recover costs incurred by the sheer
existence of an individual customer in the customer charge. This would include
costs such as meters, meter-reading, billing and collection, and so forth. These
are costs caused by the number of customers being served independent of the
consumption or power demands of the individual customers. Other non-
customer related costs of providing service are generally recovered on a

volumetric basis either on the volume of kWh or kW depending on class.

Why is TEP proposing this change?

TEP is concerned that “if customer usage falls, the Company will not have a
reasonable opportunity to earn its authorized rate of return.”’®> Additionally, TEP
states that higher load factor customers pay a disproportionate share of the

system costs under the current rate structure, and that this shift will help to

'3 TEP witness Jones Direct Testimony, page 29, lines 14-16

16
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relieve that burden. “If the Company can shift revenue collection away from
energy charges, it can reduce the cross-subsidization that occurs when usage

within customer classes varies significantly.”’

What is your understanding of the term “cross-subsidization?”

A subsidy is created when the actual cost to serve a retail electric customer is
different than the costs being recovered from that customer by the utility.
Anytime the costs recovered from a customer, or from a class of customers, are
different from the amount allocated or assigned to them during the previous rate

case, a subsidy is theoretically created.

This can become a complex equation as the cost allocation process to assign
class cost responsibility is inherently non-precise. This is further complicated
because customers and customer classes tend not to be static, but to change
usage and demand patterns over time. Thus, as soon as new rates are placed
into effect, cross subsidization will begin to occur with some customers paying
more and some less than their up-to-the-minute theoretically appropriate cost of
service, were one to be performed at that point in time. A ready example is the
diverse rates of return (and hence revenue requirements) by customer classes

experienced by TEP as noted by TEP witness Jones: the Company’s class cost

' TEP witness Jones Direct Testimony, page 31, lines 11-13.
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of service study “shows that the residential and large light & power customers are

being subsidized by the general service class.”®

In an ideal non-subsidized world, each customer class would be assigned its
precise cost responsibility, provide revenue equal to its allocated costs, and each
customer within the class would be at the exact mean for the class. Alternatively,
a full cost of service study could be performed for each and every customer. As
neither option is realistic, we should recognize and acknowledge that the
estimates and approximations made for the sake of administrative ease yield
results assumed to be just and reasonable without straying into the bounds of

“undue discrimination.”

Do you have concerns with the TEP proposal?

Yes. First, it is important to remember that changes in sales can occur in both
directions, as outlined above. The sales reduction impacts of the recession have
laid bare a downside for the utility of the current structure, i.e. recovering costs
on a basis that is different from the causation of the cost. Conversely, increases
in sales between rate cases such as those that result from weather warmer than
“normal” (in a rate case context) will result in the potential for the utility to earn in

excess of its authorized return. This structure results from a regulatory balance

'® Direct Testimony, page 4, lines 9-10.
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that has evolved over many years and departure should be made carefully and

thoughtfully.

Second, an increased flat monthly unavoidable customer charge, coupled with
lower marginal energy costs reduces the incentive for a customer to be more
efficient with its energy use. It does not promote conservation as suggested by

TEP.'

Third, TEP is not suggesting that certain specific costs be moved from recovery
through the variable rate to the monthly flat customer charge. it is suggesting
that the customer charge be increased by seemingly arbitrary amounts not tied to
specific costs, but rather as a matter of policy and revenue stability. Further, the
testimony of its witness Jones suggests that it will continue moving towards full
non-fuel cost recovery in the monthly customer charge for customers on
volumetric rates (see generally Jones Direct testimony, page 33), known as a
“straight fixed-variable” rate structure. TEP should be required to demonstrate,
and the Commission approve, the nature of any specific costs sought to be
recovered through a customer charge, that clearly shows that such costs are
more closely related to the existence of the customer than to the consumption

(size) of the customer.

*TEP response to VSI 2.25: “Importantly, the change in cost recovery moves to more economically
efficient rates that allow the customer to know the real economic value of conservation as opposed to a
value that overstates the savings from conservation and results in higher rates for all customers.”

19
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Fourth, TEP’s purported goal is to reduce a cross subsidy between high and low
load factor customers. However, this change simply establishes a different cross
subsidization whereby everyone pays for a portion of fixed costs on a flat monthly
basis regardless of the fixed costs required to serve the customer. In the
extreme, TEP’s straight fixed-variable rate structure would charge every
customer in a class, regardless of size, the very same amount for demand- ‘
related costs, resulting in a fuel-only variable charge in the 3-4 cent range per
kWh, and a monthly customer charge of $55 for residential and $362 for the
Small General Service class.” This approach would impose a significant cost
burden on small customers and a major subsidization of larger customers within

the class.

Finally, the claim that higher load factor customers pay a disproportionate
amount of system costs is based on an assumption that the amount that
customers pay for electric service is the precise cost of serving them individually.

This is simply not true.

Why do you say that rates are not precise?

' From workpapers: 2012 Schedule G 12-31-11 (Revised 10-05-12); Sheet G-6-1 Unit Cost.

20
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In regulatory circles, it is often said that ratemaking is an art, not a science. The
process of determining revenue requirements, classifying and allocating costs,
and designing rates is full of assumptions, estimates, modeled data, statistical
methods, and adjustments made in a legitimate effort to spread cost
responsibility to customer classes based on causation, and achieve a reasonably
consistent relationship between costs and revenue so that the utility can have an
opportunity to recover its costs and earn its authorized return on equity between
rate cases. Moreover, even accepting all the approximations in the process, the
rate for a class is designed for that mythical customer that represents the
weighted mean of the group. This is not intended to be an indictment of the
regulatory system - there are very good reasons why the process has evolved to
the current structure. However, as we start to make selective changes that move
away from current structures and practices, we should carefully examine the

bases for doing so and the consequences.

Please elaborate.

As described by TEP, rates are the result of a multi-step process of
functionalizing costs, classifying costs, and allocating costs to customer classes.
Each step is designed to group expenses (including a weighted return on rate
base) into categories with similar cost incurrence characteristics for later
allocation. In the end, there are only three things about a customer that can be

measured and thus billed — (1) the customer exists, (2) the amount of energy the

21
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customer consumes in a billing period, and (3) the maximum amount of energy
that customer uses in a defined period (usually 15 minutes). The third item is
sometimes tracked for every 15-minute period throughout the billing period for
large customers and those on certain rate forms that differentiate demand
charges by time of day. As a result, all utility costs must be recovered on the

basis of one, or a combination, of these three parameters.

Conveniently, costs are generally incurred because (1) customers exist, (2)
electricity must be generated to be consumed each hour of each day, and (3)
sufficient capacity must be available to serve the maximum load imposed on the

system, plus a reserve margin.

The principle of cost responsibility related to cost causation is a basic underlying
principle of utility ratemaking. This is noted by TEP witness Jones on page 17 of

his direct testimony:

The allocation factor should be based upon an equitable method that
harmonizes the cost-causation with the functional cost being considered.
In other words, the allocation should be done in a way where the cost-
causation for the functional cost considered is properly identified.

And also in response to Vote Solar discovery question 2.03:

Given the load characteristics of each class of service (class coincident
peak and class load factor) different methods will allocate more or less
costs to each class of service. The appropriate cost allocation method is
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the one that most clearly recognizes cost causation based on the

operating, planning and system characteristics of the utility. Accordingly,
TEP believes that the Average and Peaks method is most suitable.

Drawing heavily on the criteria of a sound rate structure developed by Bonbright

in Principles of Public Utility Rates,'® TEP witness DesLauriers confirms the

importance of cost causation (page 14):

Rate Equity & Non-Discrimination — This concept requires that prices
should be designed to be just and reasonable and avoid undue
discrimination. Having rates that reflect cost causation and the recovery of
costs that arise from customers taking ulility service promotes equity and
non-discrimination.

Similarly, the “NARUC Electric Utility Cost Allocation Manual” (NARUC, 1992)

begins its description of the design of rates as follows:

Regulators design rates, the prices charged to customer classes, using
the costs incurred by each class as a major determinant.

It should be clear that cost causation and cost recovery are regulatorily “joined at

the hip.”

How does cost causation affect this cost recovery issue?

There is sometimes a tension between cost causation and the means of cost
recovery. For some costs incurred by utilities, the causation and recovery are
very well aligned — a good example being fuel costs. Another example of good

alignment is the cost related to an individual customer — metering, billing, etc.

18 Bonbright, James, Principles of Public Utility Rates, Public Utilities Reports, Inc., 1988
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Other costs are not so well aligned and require judgment. For example, non-fuel
production costs (representing the largest portion - about 59% - of total non-fuel
costs) and transmission costs (about 20% of total non-fuel costs) are allocated to
customer classes based on the Average and Peaks method in which a portion of
the costs are assigned on average customer class demand (also known as
energy consumption) and the remainder on the class’s contribution to the four
monthly summer peaks. In TEP’s words, “The Average and Peaks method
recognizes the importance of the role of energy use in optimal system planning.”
Further, TEP addresses the cost causation relationship as follows: “The
Company’s average and peaks approach recognizes that plant is not just built to
serve demand, but also to supply energy.”’® Moreover, the other component of
the “Average and Peaks” method assigns costs to customer classes based on
each customer class’s contribution to the relevant system peaks — in TEP’s case
an average of the four monthly summer coincident peaks. This selection “most
clearly recognizes cost causation based on the operating, planning and system

"20 |t must be recognized however, that the only data

characteristics of the utility.
available for many customers on demand-based rates is the maximum demand
during a billing period. Since interval data is not recorded, load research

estimates of class contributions are made to develop the necessary allocation

information. The reality is that the coincident/non-coincident demand relationship

' Response to VSI2.03.

2 Ibid.
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varies across different types of commercial and industrial customers that
generally populate the classes with demand charges. This is an example of an

approximation used for convenience.

In sum, the Average and Peaks method is based on the presumption that
production and transmission costs are incurred to meet average demand
(energy) in part and the four monthly system peak demands in part, generally all
production and transmission costs (about 79% of the total) are recovered through
a demand charge (if there is one) tied to the individual customer’s maximum

(non-coincident) peak load each billing period.

Similarly for distribution costs, the vast majority of costs are allocated to
customer classes on the basis of non-coincident peaks. Here too, distribution
systems are not built to meet the sum total of all customer loads but rather the
aggregated load on each circuit. The major benefit of aggregating loads is to
capture load diversity — the fact that different customers have differing load
characteristics and will experience their peak loads at different times. As a
practical matter determining the coincident load contribution to the peak load by
circuit would be a monumental task so the NCP method has been generally
accepted as a proxy. Again, there are good reasons this method is used, but it

should not be assigned any more precision than it deserves. One final point —
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distribution costs are mostly rolled together and allocated across all customer
classes, regardless of the actual cost of the portion of the distribution system
installed and maintained to serve a particular customer - another approximation

for convenience and administrative simplicity.

Please summarize the relationships among cost causation, cost allocation,

and cost recovery.

Keeping in mind that rates are based on what is presumed to be a representative
test period in which the relationships will remain somewhat constant between

rate cases, the following are the key takeaway points:

o Cost causation: the goal of cost allocation is to assign costs to the broad
customer classes based upon the reason that the cost was incurred;

o Use of estimates and approximations: allocation of costs on the basis of
class coincident demand is logical from a causation standpoint, but of
necessity is based upon estimates of the class demands at the time of the
system peak demand,;

e Rate design: designing rates for classes containing customers that may be
similarly situated, but have some diverse characteristics will create equity
issues between those above and below the mean;

o Cost recovery: recovery of costs on a basis other than cost causation can

result in cross subsidization within a customer class;
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Given these explanations and examples, what is the effect of moving

demand related costs to the monthly customer charge?

Under current circumstances, there is a limited universe of billing parameters
available for recovering costs from small customers such as residential and small
commercial — those with only an energy meter. The utility can recover costs on
the basis of energy consumed or as a flat fee. Since the nature of the costs TEP
seeks to recover through the monthly fee is unspecified, it is not possible at this
time to say whether such costs are more closely related to the existence of the
customer (would argue for the customer charge recovery) or the size of the

customer (would argue for continued energy charge recovery).

Are there other sources of subsidies outside of those inherent in cost

allocation and rate design?

Yes. For example, rates that promote certain behaviors are often seen as good
for the general public as a whole, whether it is using energy more efficiently,
encouraging clean generation such as solar and wind, discounting rates to attract
businesses to the region, or other special rates for new technologies like electric
vehicles. These types of programs can result in individuals paying more or less

than their share of the utility’s costs allocated to his or her customer class.
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With this context, please summarize your concerns about the TEP

custormer charge proposal.

Current recovery methods are well established. TEP has not presented sufficient
evidence at this time to justify a departure from existing practices. Moreover, the
proposal is inconsistent with the basic principle of recovering costs based on cost
causation set forth by TEP, NARUC, and Bonbright. Indeed, TEP is not
delineating any particular demand-related costs it believes are appropriate for
recovery through the customer charge, but rather proposes that this be the first
gradual step towards recovery of all demand-related costs through the customer

charge.

What is your recommendation with respect to this issue?

| recommend that TEP’s proposed change to the Customer Charges as
submitted be rejected in this proceeding. However, TEP should be required to
submit a report outlining the specific demand-related costs it believes should be
recovered through the customer charge, along with narrative support. Through a
brief set of workshops, | believe accommodation can be reached on this issue
and new tariffs can be filed without the necessity of a comprehensive rate

change filing.
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Proposed Increase to Monthly Demand Ratchet

Q.

A

Q.

Please explain what a demand ratchet is.

A ratchet is a minimum bill structure applied to customers that are billed in part
on a demand basis. The billing demand for a customer is the greater of the
customer’s actual demand or a set percentage of its maximum demand over a

past period — usually 11 months.

Please describe the TEP demand ratchet proposal.

TEP is proposing to increase the demand ratchet for commercial and industrial

customers to a uniform 100% of each customer’s maximum demand in the prior
11 months. Similar to its proposal to add demand related costs to the customer
charge discussed above, TEP justifies this proposal as a means of reducing the

costs recovered from high load factor customers:

Higher load factor customers will pay less to subsidize lower load factor
customer’s less efficient use of the utility’s system. '

TEP believes the ratchet allows costs to be more equitably recovered from

customers within a class with demand charges.?

Do you agree with this assertion?

2l Response to VSI 1.28
2 Response to VSI 2.26
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No. A commercial or industrial customer’s energy use characteristics (monthly
demands and energy consumption) are reflective of the nature of their business
operations. Such operations may be very consistent from month to month or may
be more seasonal in nature. As discussed in detail in the previous section,A a
utility’s costs of providing service are functionalized, classified, and then
allocated to customer classes on the basis of cost causation. TEP assigned its
costs to each customer class in this proceeding on the basis it determined best
captured the reason for the cost incurrence. To the extent a low load factor
customer may have lower loads in some months, and lower energy use, it
contributes to fewer costs being allocated to the class as a whole. For the utility
to then seek to collect higher costs from customers that have helped reduce the
overall class cost burden is inconsistent. Moreover, it provides a double benefit
for high load factor customers — first, they receive the benefit of lower overall
costs being assigned to their rate class, and second, the unit rates are reduced
(and hence their own monthly charges) by increasing the billing parameters for

the lower load factor customers.

Does a demand ratchet change the total amount of costs recovered from

each customer classes?

No. It only changes the amounts each customer within the customer class pays
for fixed cost recovery. Because the total level of billing determinants increases,

the demand rate is reduced, all else being equal. Within a given rate class, a
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portion of customers will pay more and a portion will pay less. Either way TEP
will recover all of its costs. TEP is trying to reduce the costs to high load factor

customers at the expense of lower load factor customers.

By way of a simple example, let’'s suppose that two commercial customers have
the same annual peak load. Customer A however is a high load factor customer
running all of its equipment, including HVAC, 24 hours per day, while Customer
B’s operations are more typical matching the customer class weighted average
demand and consumption relationship — in other words the load factor
parameters for which the class rates are actually designed. Thus, under normal
non-ratcheted demand cost recovery Customer B would pay the demand
charges that cost causation, allocation and recovery deem appropriate for its
class. Customer A would properly pay more because the designed rates would
require a larger revenue contribution based on the approved cost causation and
allocation bases. By implementing the ratchet TEP is proposing, both customers
would pay the same amount towards fixed cost recovery, resulting in a subsidy of

the higher load factor customer by the average load factor customer.

Are there other effects on customers subject to the demand ratchet?

Yes. A demand ratchet effectively removes the incentive for the customer to

improve the efficiency of its operations and thus reduce its peak demand. In
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other words, a customer is less likely invest in efficiency or distributed generation

if it sees no benefits for a year.

Is this proposal consistent with rate design principles outlined by TEP?

No. It is inconsistent with the principle of cost causation as a basis for allocation
and cost recovery. Itis also inconsistent with another principle TEP witness
DesLauriers notes on page 14 of his direct testimony — that of administrative
simplicity: “Customers should be able to understand the price signals provided by
the bill and respond to those signals efficiently.” Clearly, the ratchet does not
fulfill this principle, unless the desired response is for the customer to freely
demand more and more power up to the point of the highest demand over the
past eleven months. Finally, in response to discovery (VS| 1.35), withess
DesLauriers notes customers with similar cost profiles paying significantly
different bill amounts “is a major problem because it violates the principles of
Rate Equity and Non-discrimination and Cost of Service and Rate Efficiency.” |
submit that the equally important corollary to his point is that customers with
significantly different cost profiles paying the same bills also violates these same

principles.

What is your recommendation for TEP’s proposal to increase its ratchets to

100%7?
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| recommend the Commission reject this proposal in its entirety, based on (1)
inconsistency with cost causation and rate design principles, (2) the creation of a
new and maximized (by virtue of the 100% feature of the ratchet) cross subsidy
within the applicable rate classes, (3) exacerbation of the existing disparity
between demands used for allocation and those used for billing, and (4)
increasing the disincentive for customers to invest in technologies that can

reduce demand.
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Proposed Lost Fixed Cost Recovery Mechanism (LFCR)

Q.

A.

Please describe the TEP LFCR proposal.

The TEP LFCR proposal is a decoupling mechanism limited in scope that keeps
the utility revenues whole with respect to reductions in sales related to two

specific programs — energy efficiency and distributed generation.?®

How does the LFCR proposal work?

In short, TEP estimates the lost revenue associated with sales reductions related
to these two programs and develops a rate rider to recover these amounts from

all customers.

Do you agree with the principles behind the LFCR?

| think a mechanism such as this could be helpful to address TEP’s concerns
about the volatility of revenue related to fluctuating sales levels. However, | do
have concerns about this proposal, in particular the focus on EE and DG as the
sole sources of sales changes addressed by the LFCR, and the demand

component of the calculation of lost revenue.

2 TEP states in response to VSI 2.40 that it views distributed generation or DG programs as synonymous with net
metering programs but the mechanism is intended to be inclusive of both DG and net metering.
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Please describe the concerns you have with respect to the sources of sales

effects.

As described in the opening section of this testimony, sales can fluctuate up and
down for a variety of reasons. A relevant example is the increase in test year
sales due to warmer than normal weather described by TEP in its “weather
normalization” adjustment. The adjustment reduces test year sales to eliminate
the impact of the warmer than normal 2011 summer. However, the cooling
degree data provided by TEP in response to VSI 2.55 appears to show 2011 as

part of a long-term trend, and not an aberration.

Cooling Degree Days
1980-2011
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As noted by TEP witness Jones on page 9 of his direct testimony, the weather
normalization adjustment is a negative $7,573,805, translating to an increase in

revenue requirements of about $12 million, after grossing up for income taxes. In
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other words, had 2011 weather been equal to the ten year trend, electricity sales
woulid have been lower. This adjustment finds that the additional sales resulting
from non-normal weather is the same order of magnitude as the cumulative sales
effects of energy efficiency programs and DG programs for which TEP seeks

recovery of lost revenue.

Are you taking issue with the determination of inclusion of the weather

normalization adjustment?

Not at all. | am suggesting that other conditions can affect sales as much as
those for which TEP seeks to account. We simply don’t know what the weather
will be in the future, and time will tell how much “more extreme than normal’ the
weather in 2011 actually was, but cooling degree data appears to show a trend.
This uncertainty can be addressed by inclusion of a weather normalization sales
adjustment in the LFCR mechanism. Note that weather normalization sales
adjustments can work in both directions — adding sales in cooler than normal

years or reducing sales in warmer ones.

In addition to the weather normalization issue you previously discussed,

do you have any concerns about the mechanics of the LFCR mechanism?

Yes, | do have a concern about one additional element of the LFCR. In a

nutshell, the LFCR tries to isolate the rate component for each applicable rate
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class that recovers the utility’s fixed costs. For example, TEP’s view is that all
costs recovered through the residential rate class energy charge are fixéd, since
it proposes to move fuel costs fully into the PPFAC mechanism. Thus TEP
believes the revenue associated with every kWh of residential sales reduction
reiated to EE or DG represents a loss to fixed cost recovery. Given TEP’s
assumptions about fixed and variable costs, | don’t disagree with this

perspective.

However, the rates for larger customers that include a demand charge are
treated somewhat differently. Because the demand charge for these classes
recovers the assigned fixed costs, a loss in fixed cost recovery only occurs if
there is some reduction to the demand-based revenues that the commercial solar
customer (or commercial energy efficiency program participant) provides. For
example, if the commercial customer generally e*periences its peak demand at
night, then there would be no loss in fixed cost recovery related to the solar -
system. If the commercial solar customer’s peak occurs each day coincident
with .the solar generation peak and there is never any cloud cover at that time,
then the customer’s demand revenue will be reduced. Since commercial
customers are not homogeneous and the degree to which a DG solar system will
offset demand charges will vary greatly, an assumption must be made regarding
row much the demand charge is reduced for every kW instalied, and in turn for

every kWh of sales reduction, for commerciai solar customers.
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Has TEP made such an assumption?

Yes. The LFCR mechanism implicitly assumes that half (50%) of the demand-
based revenues will not be recovered from commercial customers with solar
generation, and proposes to recover these revenues through the mechanism.
However, there is no analysis or supporting evidentiary material to back this
amount up. Indeed, TEP explicitly said that it does not believe that EE and DG

programs reduce individual customer peak demands by one-half.**

Doés 50% seem like a reasonable figure?

No, it doesn’'t. The proper way to determine any demand charge-related revenue
reduction associated with DG or EE programs is to analyze a representative
sampling of such customers over an extended period of time. To my knowledge
this has not been performed by any Arizona utility. The only Arizona-specific
information of which I'm aware is a recent summary report addressing net
metering submitted to the Commission on December 6, 2012 by Arizona Public
Service in its Renewable Energy Standard (Docket Nos. E-01345A-10-0394 and
E-01345A-12-0290). While it is a hypothetical example, Table 10 in Appendix B
delineates the demand charge reductions for a commercial customer assuming a

solar installation that matches its peak load of 178 kW.

* Response to VSI 2.49
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Month Peak kW Peak kW Solar % of Solar
Demand Demand Impact on System
w/out Solar with Solar Pe‘ak - KW Size
Jan 110 . 110 ’ 0. . 0%
Feb 127 127 : 0 0%
Mar 113 899 ‘ 14 8%
Apr 135 102 / 33 19%
May 132 96 36 20%
Jun 136 128 8 4%
Jul 143 132 11 - 6%
Aug 178 152 26 15%
Sep 148 116 32 18%
Oct 141 120 21 12%
Nov » 115 98 17 10%
Dec 121 121 0 0%
Average kW 16.5 9%
Reduction ‘
Impact of Solar Generation on
Commercial Customer Peak Demands
200
160
140
120 e :
100 By
80
60
40
20
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
exzemPeak Demand w/out Solar sz Peak Demand with Solar

The results show that on average demand charges would be reduced by only 9%

of the capacity of the on-site solar generation. Thus, the 50% assumption
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proposed by TEP appears to be vastly overstated and should not go into effect.

Are there fuel cost savings realized by all customers?

Yes. As fuel is a cost passed directly through to consumers, savings related to
fuel costs will inure to the benefit of all customers frequently - whenever the
PPFAC is updated. Moreover, as generation is typically dispatched on an
economic basis, a kWh saved by a retail customer reduces marginal generation
requirements by some 1.1kWh, accounting for losses. Marginal generation costs
typically are burning the most expensive fuel of all resources on line. Thus,
depending on the fuel mix, the savings generated by the sales reduction is often

10-40% higher than the average cost of fuel.

Do you have other comments regarding the LFCR?

Yes. It is important to acknowledge that there are costs other than fuel that are
avoided as a result of energy efficiency and distributed generation programs.
The LFCR mechanism only addresses the revenue side of the equation related

to non-fuel costs.
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Are you suggesting that there are fixed costs in TEP’s cost of service soon

to be embedded in rates that are avoided by the EE and DG programs?

No. The test year costs are for the most part sunk and cannot be “put back in the
bottle.” However, as TEP itself notes, “DSM programs will reduce TEP’s annual
energy requirements by approximately 1,700 GWh in 2020, scaling back that
year’'s system peak demand by 325 MW. But for those programs, TEP would be
evaluating the need for another new power plant or finding another source for
that energy.”® The savings to customers are not insignificant — about $430

million in capital costs including the transmission interconnection.?

Additionally, there have been a number of recent studies that have found avoided
cost benefits related to DG. A review of several studies was conducted by the
Solar America Board for Codes and Standards? in a report entitled “A
Generalized Approach to Assessing the Rate Impacts of Net Energy Metering”
released early in 2012. The report reviews and synthesizes three studies
performed for major utilities in Arizona, California, and Texas. While the analysis
and results of the studies are utility specific, the methodology can be generalized
and inform reviews of benefits and costs of distributed solar resources

elsewhere. The report suggests the following benefits are provided by DG:

 Direct testimony of TEP witness Bonavia, page 14.
*° Response to VSI 1.16.
Y See http://www.solarabes.org/current-issues/interconnection.html
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Benefits to the Utility
Avoided Energy Purchases (inc/fuel)
- Avoided T&D line losses
Avoided Capacity Purchases
Avoided T&D Investments and O&M
Environmental Benefits - NO,, SO,, PM, & CO,
Natural Gas Market Price Impacts
- Avoided RPS Generation Purchases
Reliability Benefits

Are these benefits available to the utility immediately upon deployment of

distributed generation?

Yes. The benefits exist as soon as the DG is installed and operating, however
some of the costs will not be immediately avoided. For example, there are
capacity benefits that exist right away, but actual cost savings such as those
identified by TEP related to DSM, may not be realized until a new plant is actually
avoided. It is possible however that such capacity benefits could be realized

much sooner if there are purchased capacity costs that can be avoided.

How significant is the capacity benefit provided by solar resources in

Arizona?

There are two steps to determining the capacity benefits. First is determining how
much of the solar capacity can be relied upon to help the utility meet its system
peak. The second step incorporates the current capacity situation of the utility
and how the available solar capacity can impact its resource plan. There is some

information available on the former issue, however | have not engaged in the
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TEP resource planning process and cannot take a position with respect to the
opportunities for utility capacity cost reductions, other than relying upon the

testimony of Mr. Bonavia.

With respect to the determination of the portion of solar capacity that can be
counted upon for meeting utility system peak loads, the National Renewable

t28 in June 20086, reviewing effective load

Energy Laboratory released a repor
carrying capability (ELCC) analyses and estimating statewide ELCCs for each
state. The report includes a comparison of the results of solar capacity analyses
performed in the early 90s with similar studies performed in the 2002-03 time
frame that include additional data. Tucson Electric Power, Arizona Public
Service and Salt River Project are three of the 39 utilities reviewed. All three
Arizona utilities were found to have ELCCs for a two axis tracking solar resource
(with low penetration) of about 70%. The report also estimated statewide ELCC

results for Arizona assuming several penetration levels for several different solar

resource configurations, two of which are repeated here:

Capacity Capacity

Igsetg:‘a:tl:)yn Value at 2% Value at 5%

Penetration Penetration

" 2-axis Tracking 71% 68%
Horizontal 55% 52%
South 30° tilt 57% 54%
Southwest 30° tilt 65% 61%

% Perez, Margolis, et al., Update: Effective Load-Carrying Capability of Photovoltaics in the United States,
Conference Paper NREL/CP-620-40068, June 2006.
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Note that increasing penetration levels of solar resources reduce the capacity
value as the system peak load is shifted later in the day. This chart indicates in
all cases that at least half of the solar capacity installed can reliably contribute to
the capacity needed by the utilities to serve peak loads. This significant vaiue for
solar resources is provided to the grid by virtue of the installations and all
customers will receive these benefits over time as they impact the resource

planning of the utility.

The takeaway point is that solar contributes value and even the potential for fixed
cost reduction. These solar values will offset additional costs that are being

recovered from non-participants in the solar programs.

Please summarize your recommendations regarding the LFCR?

The non-fuel benefits generated by distributed solar will accrue over time to all
ratepayers of the utility. However calculating some of these benefits can be
complex and is not without controversy. Thus in my view, TEP’s LFCR approach
provides a reasonable balance of interests and administrative efficiency. That

said, there are two changes to the mechanism that should be made:

1. Include an adjustment to account for “non-normal” weather related sales,

based on cooling degree days; and
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2. Either eliminate the adjustment for demand charge revenue impacts
altogether, or include an appropriate level of demand charge revenue
impact based upon a thorough analysis of a representative sampling of

such customers over an extended period of time.

Do you have any other comments related to this issue?

Yes. The recommendation | have just outlined is sufficient to capture the
revenue effects of sales changes largely out of the control of TEP. However, as
noted at the beginning of this testimony, the impacts of economic conditions can
far outweigh the effects of efficiency and solar programs, and weather combined.
As such, Vote Solar would also find a full decoupling approach acceptable,

provided the demand charge matter herein discussed is properly addressed.

Please summarize your recommendations in this proceeding.

Utilities across the country including TEP have experienced major changes and
shifts in the historically stable business. As a result utilities are seeking
incremental changes in certain aspects of their business model. In this
proceeding, TEP is proposing a number of structural changes to its retail rates in
an effort reduce the uncertainty and improve the stability of revenue recovery
related to electric sales. In this testimony | have addressed three of those

changes.
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1. Customer Charges: | recommend that TEP’s proposed change to the

Customer Charges as submitted be rejected in this proceeding. However,
TEP should submit support for specific costs to be recovered through the
customer charge, and a limited stakeholder process should ensue to reach
accommodation.

2. Demand Ratchet: | recommend the Commission reject this proposal in its

entirety for the reasons described above.

3. Lost Fixed Cost Recovery: With the two changes below, TEP’s LFCR

approach provides a reasonable balance of interests and administrative

efficiency.

a) Adjust sales to account for “non-normal” weather; and

b) Eliminate the adjustment for demand charge revenue impacts. In the
alternative, include an appropriate level of demand charge revenue impact
based upon a thorough analysis of a representative sampling of such

customers over an extended period of time.

Finally, as an alternative to the TEP proposed LFCR mechanism, a full

decoupling approach could be considered, and would have our support.

Does this conclude your direct testimony?

Yes, it does.
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Appendix A
Rick Gilliam

January 2012 to Present: Director of Research and Analysis, the Vote Solar Initiative, San
Francisco, CA. Manages the technical and policy research for Vote Solar, and engages in
state, regional, and national campaigns related to key solar market policies.

January 2007 to January 2012: Vice President, Government Affairs, Sun Edison, LLC, Beltsville,
MD. Directs and manages policy development and implementation for the Americas at the
regulatory and legislative levels. (Promoted from Managing Director June ‘09 and from Director
Sept '07)

Dec 1994 to Jan 2007: Senior Energy Policy Advisor, Western Resource Advocates (formerly
the Land and Water Fund of the Rockies), Boulder, Colorado. Develop innovative clean energy
and air quality public policies within the economic and cultural framework unique to this region.
Lead environmental advocate in development of Arizona Environmental Portfolio Standard,
Nevada Renewable Portfolio Standard implementation rules, Colorado Renewable Energy
Standard legislative proposals, and the 2003 Utah Renewable Energy Standard legislative
proposal. Principal author of Colorado’s Amendment 37 and lead advocate for related PUC rule
development.

Jan 1983 to Dec 1994: Director of Revenue Requirements, Public Service Company of
Colorado, Denver, Colorado. Primary responsibility for development of formal rate-related
filings for this investor-owned utility for electric, gas, and thermal energy service in two states
and the FERC. Developed and responded to a variety of proposed mechanisms to encourage
the use of energy efficiency technologies, including innovative rate design approaches.

Dec 1976 to Dec 1982 Technical Witness (Engineer), Federal Energy Regulatory Commission,
Washington, D.C. Testified as expert witness on behalf of the FERC in wholesale rate filings on
technical, accounting, and economic issues related to rate design, pricing, and other issues.

A. Education

Masters, Environmental Policy and Management, University of Denver, Denver, Colorado

Bachelor of Science, Electrical Engineering, Rensselaer Polytechnic Institute, Troy, New York

B. Related Publications
Gilliam and Baker, “Green Power to the People,” Solar Today, July/August 2006.

Dalton & Gilliam, “Walking on Sunshine: Energy Independence on the Rez,” Orion Afield,
Summer, 2002.

Gilliam, Rick, “Revisiting the Winning of the West,” Bulletin of Science, Technology & Society,
April 2002.

Blank, Giliiam, and Wellinghoff, “Breaking Up Is Not So Hard To Do: A Disaggregation
Proposal,” The Electricity Journal, May 1996.

Summary of Formal Testimonies available upon request



48

Direct Testimony of Rick Gilliam
The Vote Solar Initiative
TEP Rate Case E-01933A-12-0291



BEFORE THE ARIZONA CORPORATION COMMISSIOQF EXHIBIT

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. E-01933A-12-0291
TUCSON ELECTRIC POWER COMPANY FOR )
THE ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
ITS OPERATIONS THROUGHOUT THE STATE )

)

)

OF ARIZONA

TESTIMONY OF RICK GILLIAM IN SUPPORT

OF THE PROPOSED SETTLEMENT AGREEMENT

ON BEHALF OF THE VOTE SOLAR INITIATIVE



10

11

12

13

14

15

16

17

18

Settlement Testimony of Rick Gilliam
The Vote Solar Initiative
TEP Rate Case E-01933A-12-0291

FEBRUARY 15, 2013

Introduction

Q. Please state your name and business address.

A My name is Rick Gilliam. My business address is 1120 Pearl Street, Suite 200 in
Boulder, Colorado.

Q. Are you the same Rick Gilliam that has previously filed testimony in this
proceeding?

A. Yes, | am.

Q. What is the purpose of your testimony?

A. The purpose of this testimony is to provide Vote Solar’s rationale for its support
of the proposed settlement agreement in this proceeding.

Q. Please summarize your testimony.

A. TEP made a number of proposals in its initial filing in this docket related to cost

allocation and recovery mechanisms with which Vote Solar raised a number of
concerns. These proposed structural changes were intended to reduce the

uncertainty and improve the stability of retail revenue recovery. My direct
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testimony addressed three of those changes that would affect DG solar
customers: the proposed increase to the monthly customer charges; the
proposed increase in the demand ratchet for certain customer classes to 100%;

and the Lost Fixed Cost Recovery Mechanism.

The proposed agreement addresses each of these elements in a way that Vote

Solar accepts and supports for the purposes of settlement.

Please summarize Vote Solar’s recommendations in its initial testimony in

this proceeding.
My recommendations in my direct testimony included the following:

1. Customer Charges: While | recommended that TEP’s proposed changes to

Customer Charges as submitted be rejected in this proceeding, | also
suggested that TEP should provide cost justification for its proposed changes.

2. Demand Ratchet: | recommended this proposal be rejected in its entirety

based on (1) inconsistency with cost causation and rate design principles, (2)
the creation of a new, maximized cross subsidy within the applicable rate
classes, (3) exacerbation of the existing disparity between demands used for
allocation and those used for billing, and (4) increasing the disincentive for

customers to invest in technologies that can reduce demand.
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3. Lost Fixed Cost Recovery: | proposed that TEP’s LFCR approach would

provide a reasonable balance of interests and administrative efficiency if
sales were also adjusted to account for “non-normal” weather, and the
adjustment for demand charge revenue impacts was eliminated due to lack of
support. In the alternative, | suggested that an appropriate level of demand
charge revenue impact could be included based upon a thorough analysis of
a representative sampling of such (demand/energy) customers over an
extended period of time. Finally, as an alternative to the TEP proposed LFCR

mechanism, | indicated a full decoupling approach would have our support.

Q. How did the proposed settlement agreement address Vote Solar’s

concerns?
A. The proposed agreement addressed our concerns as follows:

1. Customer Charges: TEP’s original proposal for increased monthly
customer charges has been reduced by nearly half. While | still believe
that electric rate components should be cost-justified, this small increase
in the customer charge will have minimal impact on net-metered
customers. | encourage the Commission, its stéff, and others to seek a
cost basis for future changes of this néture.

2. Demand Ratchet: Here too, the proposed settlement agreement roughly

cuts in half the proposed increase in the demand ratchet. While as a
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matter of principle | don’t believe ratchets in general are consistent with
cost causation and rate design principles, the ratchet should have little

effect on commercial customers who install solar behind their meter.

. LFCR: Of the two adjustments | had proposed to the LFCR mechanism,

the sales adjustment for weather was excluded from the proposed
settlement. While [ felt that this would have had a mitigating effect on the
sales reductions TEP is attempting to capture through the LFCR, it was
less important to Vote Solar than the adjustment to account for reductions
in demand-related revenues. The POA for the LFCR appeared to assume
that half of the demand revenues of net-metered customers would be lost
due to the solar generation. The proposed settlement includes new
language in the POA that clarifies that the actual metered billing demand
reduction at the time of the customer’s peak will be the basis of the lost
demand revenue. This is logical and consistent with the lost revenue

concept TEP is seeking to address with this mechanism.

Does this conclude your direct testimony?

Yes, it does.



e~

BEFORE THE ARIZONA CORPORATION COMMISSION

Sl E"f"ﬁ{}
COMMISSIONERS .
BOB STUMP- CHAIRMAN EEUNTT A3
GARY PIERCE )
BRENDA BURNS L
SUSAN BITTER SMITH e
BOB BURNS
IN THE MATTER OF THE APPLICATION OF ) DOCKET No. E-01933A-12-0291

TUCSON ELECTRIC POWER COMPANY FOR )

THE ESTABLISHMENT OF JUST AND ) |
REASONABLE RATES AND CHARGES ) NOTICE OF FILING DIRECT
DESIGNED TO REALIZE A REASONABLE ) TESTIMONY OF CYNTHIA
RATE OF RETURN ON THE FAIR VALUE OF ) ZWICK, CHARLES COLLINS
ITS OPERATIONS THROUGHOUT THE STATE ) AND MALISSA BUZAN

OF ARIZONA )

)

[ hereby provide notice of filing the direct testimony of Cynthia Zwick, Charles Collins
and Malissa Buzan on behalf of Cynthia Zwick. |

RESPECTFULLY SUBMITTED THIS 11™ DAY OF JANUARY, 2013.

By. C%iﬁih//ﬁb/

Cmfmézxvi%?
1940 E Luke Avenue
Phoenix, AZ 885016




ORIGINAL and 13 copies filed with the
Arizona Corporation Commission and copy of the

Foregoing emailed this 11" day of January, 2013 to:

Jane L. Rodda, Administrative Law Judge
Hearing Division

Arizona Corporation Commission

400 W. Congress, Suite 218

Tucson, AZ 85701

Michael W. Patten, Esq.

Roshka, DeWulf & Patten, PLC
One Arizona Center

400 East Van Buren St., Suite 800
Phoenix, AZ 85004

Bradley S. Carroll
Tucson Electric Power
PO Box 711

Tucson, AZ 85702

Daniel Pozefsky

RUCO

1110 W. Washington, Suite 220
Phoenix, AZ 85007

C. Webb Crocket

Patrick J. Black

Fennemore Craig, PC

3003 N. Central Avenue, Suite 2600
Phoenix, AZ 85012-2913

Kevin C. Higgins

Energy Strategies, LLC

215 S. State Street, Suite 200
Salt Lake City, Utah 84111

Jeff Schlegel

SWEEP

1167 W. Smalayuca Dr.
Tucson, AZ 85704-3224

[\

Kurt J. Boehm

Jody M. Kyler

Boehm, Kurtz & Lowry
36 E. 7™ St., Suite 1510
Cincinnati, OH 45202

John William Moore, Jr.
7321 North 16" st.
Phoenix, AZ 85020

Stephen J. Baron

J. Kennedy & Associates

570 Colonial Park Drive, Ste 305
Roswell, GA 30075

Thomas L. Mumaw
Melissa Kreuger

Pinnacle West Capital Corporation

PO Box 53999, MS 8685
Phoenix, AZ 85072-3999

Leland Snook

Zachary J. Fryer

APS

PO Box 53999, MS 9708
Phoenix, AZ 85072-3999

Timothy Hogan

Arizona Center for Law in the
Public Interest

202 E. McDowell Rd., Suite 153
Phoenix, AZ 85004

Michael Grant

Gallagher & Kennedy, PA
2575 E. Camelback Rd
Phoenix, AZ 85016




Nicholas J. Enoch

Jarrett J. Haskovec
Lubin & Enoch, PC
349 N. Fourth Ave.
Phoenix, AZ 85003

Travis Ritchie

Sierra Club Environmental Law Program

85 Second St., 2™ Floor
San Francisco, CA 94105

Terrance A. Spann, Esq.

General Attorney

Regulatory Law Office (JALS-RL/IP)
US Army Legal Services Agency
9275 Gunston Rd., Suite 1300
Fort Belvoir, VA 22060-5546

Lawrence V. Robertson
P.O. Box 1448
Tubac, AZ 85646

Robert J. Metli

Munger Chadwick, P.L.C.

2398 East Camelback Road, Suite 220
Phoenix, AZ 85012

Gary Yaquinto, President and CEO
Arizona Investment Council

2100 N. Central Ave., Suite 210
Phoenix, AZ 85004

Janice M. Alward, Chief Counsel
Legal Division

Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007-2927

Steve QOlea, Director

Utilities Division

Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007

Court S. Rich

Rose Law Group, PC
6613 North Scottsdale Rd.
Suite 220

Scottsdale, AZ 85250

Rachel Gold

Senior Regulatory Analyst
Opower, Inc.

642 Harrison St., Floor 2
San Francisco, CA 94110




10
11
12

14
15
16
17
18
19
20
21
22

24

25

26

28

BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS

BOB STUMP- CHAIRMAN
GARY PIERCE

BRENDA BURNS

SUSAN BITTER SMITH
BOB BURNS

IN THE MATTER OF THE APPLICATION OF ) DOCKET No. E-01933A-12-0291
TUCSON ELECTRIC POWER COMPANY FOR )
THE ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
ITS OPERATIONS THROUGHOUT THE STATE )
OF ARIZONA )

)

Direct Testimony of

Cynthia Zwick

January 10, 2013




Please state your name and address.

My name is Cynthia Zwick and my address is 1940 E. Luke Avenue, Phoenix,
Arizona, 85016.

What is the purpose of your testimony?

The purpose of my testimony is to ask the Commission to:

1) Deny the proposed Lifeline Rate modification;

2) Continue to exclude the Lifeline customers from the DSMS charge;

3) Continue to allow qualified and enrolled Lifeline customers to maintain their
eligibility and rate if they move residence while a TEP customer; and

4) Approve an alternative means of investing and using the LIFE fund to more
effectively serve the low-income customers it was originally intended to serve and
support.

I recognize that the Company is also recommending that all Lifeline
customers become subject to an annual recertification of eligibility, and while I
believe this will actually increase costs to the Company, I don’t oppose this move.,
What is your experience with low-income issues and with rate proceedings in
Arizona?

I have served as a low-income advocate in Arizona since 2003, and have
participated in rate cases since that time in order to ensure that the interests and
impact of rate increases on the low-income community are heard and understood,

and that there is a better understanding of the condition of poverty in Arizona and




its impact on utility customers.
What is the current state of poverty in Arizona today?

A. Let me start by stating that I absolutely support a healthy electric utility and
believe that rates that are reasonable and affordable for all customers, including
low-income customers, is not only in the customers’ best interest, but also in the
Company’s best interest.

I’d like to place this response in the context that was set by both Mr.

Bonavia and Mr. Hutchens in their testimony. On page 6 of his testimony, Mr.
Bonavia states that, “The downturn in Arizona’s housing market and the increase
in the unemployment rate combined to slow the traditional growth of TEP’s retail
customer base.” On page 7 of Mr Hutchens’ testimony, he states “We also
understand that our local community is trying to recovér from a weak economy.”
Mr. DesLauriers states on page 10 of his testimony, “During this time, economic
activity slowed dramatically and economic conditions continue to be weak.”
These two Company executives and consultant acknowledge the negative impact
the economy has had on their customers’ ability to purchase and use electricity.
The greater Tucson area and Pima County are not only struggling to recover, the
families in these areas are falling further and further behind.

In 2010, the US Census bureau reported that the Pima County poverty rate
was 16.4% (the state of Arizona was 15.3%).! In 2011, the City of Tucson

climbed into the top 10 cities for a high poverty rate tied at number 5, reaching

' U.S. Census Bureau, 2010 American Community Survey
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20.4%. Looking at the 2010 data, 21.3% of Tucson residents live at 100% of the
fedéral poverty level, and in South Tucson, the number jumps to 53.6%.’

The annual income for an individual living at 100% of the federal poverty
level is $11,170. For a family of four, that annual income is $23,050. An
individual living at 150% of the federal poverty level earns $16,755 annually and a
family of four, $34,575.

The low-income programs sponsored by the Company, the Lifeline
discount and the LIFE fund, set eligibility for customers at 150% of the federal
poverty rate. There are 34.3% of Tucsonans living at 150% of the FPL, and in
South Tucson, 69.1% of the population live at 150% of the FPL. The rate for
Tucsonans and those living in Pima County is significantly higher than the state
percentage of 25.3%.’

In November 2012, the Arizona unemployment rate was 7.8%, down from
the October rate of 8.1% but still high. The highest level Arizona saw was in
November 2009, when unemployment reached 10.8%. * The Bureau of Labor
Statistics announced in August 2012, that in January 2012, 56 percent of the 6.1
million long-tenured displaced workers were re-employed (long-tenured are
employees who have worked for their employers three or more years).” Among
those long-tenured workers who were displaced from full-time wage and salary

jobs and who were re-employed in such jobs in January 2012, only 46 % of the re-

'f Ibid
3 Ibid
4
5

www.deptofnumbers.com/unemployment/arizona/
www.bls.gov/news.release/disp.nr0.htm




employed 56% had earnings that were as much or greatef than those of their lost
job. So unemployment remains high, and those re-employed are not making as
much as they were before the recession and the various job losses.

"Hunger also continues to challenge families in Arizona, children in
particular -- 25% are hungry Approximately 1 in 5 Arizonans, (20.5%) have
experienced times in the past twelve months when they did not have enough
money to buy food that they or their families needed.® Arizona ranked 15%
nationally for the number of families facing food hardship. SNAP (formerly
known as food stamps) enrollment haé also continued to climb in Arizona where
now 1.1 million Arizonans need SNAP to feed themselves and their children. 18%
of Tucsonans don’t have enough to eat.

Q. Are there other factors that need to be taken into consideration when

considering the TEP rate increase?

A. Yes, there are. Additional factors to consider include the very real health

risks aSsocﬁated with an inability to maintain electric service. In a report by the
Arizona Department of Health Services’, lack of air conditioning can be a life
threatening condition in Arizona. Between 1992 and 2009, 173 Arizona residents
died from exposure to heat while indoors, two-thirds of whom were 65 or older.

The AARP study, “Affordable Home Energy and Health: Making the

§ Food Research and Action Center (FRAC), Food Hardship in America 2011, February 2012.
7 Arizona Department of Health Services, Deaths From Exposure to Excessive Natural Heat Occurring in Arizona
1992-2009, www.azdhs.state.az.us.
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Connections,” ® finds that “Health is at risk directly through exposure when heat is
turned down in winter or air-conditioning is turned off in summer, when unsafe
means are used to heat or light homes, and when utility service is lost due to
nonpayment.”

o In response to high home energy prices perceived as unaffordable, 46%
report closing off part of their home for at least one month a year, 24%
maintain their home at what they perceived as an unsafe or unhealthy
temperature and 17% report leaving their home for part of the day because
they were unable to maintain moderate indoor temperatures.

e More than one-quarter (27%) repoﬁ using the kitchen stove or oven for
heat, and 4% use candles or lanterns because of loss of utility service for
non-payment.

e More than one-quarter (28%) report skipping payments of a utility bill or
paying less than the full amount, 19% received a shut-off notice within the
past year, and 6% report the loss of either electrical or natural gas service
for nonpayment.

¢ One in six (17%) report that they were unable to use their main heating
source at some point during the previous year because they did not have the
money to accomplish one or more of the following: fix or replace a broken

furnace; purchase bulk fuel such as heating oil, propane or wood; or

3 AARP Public Policy Institute, “Affordable Home Energy and Health: Making the Connections,” Lynne Page
Snyder, PhD, MPH and Christopher A. Baker, June 2010, pp. 18-20.




prevent the shutoff of utility service for nonpayment.

e One in eight (12%) report that they were unable to use their air-
conditioning at some point during the previous year because they did not
have the money to accomplish one or both of the following: fix or replace a
broken air conditioner; or prevent the shutoff of electricity for
nonpayment.

The National Energy Assistance Directors’ Association conducted a survey in
April of 2009 of Low Income Home Energy Assistance Program (LIHEAP)
recipients and reports the following:’

¢ LIHEAP recipient households are likely to be vulnerable to temperature
extremes;

e 39% of the homes had a senior in the household aged 60 or older;

o 449% had a disabled household member;

o 45% had a child 18 or younger;

e 92% had a least one vulnerable household member.

The study also provided information on challenges that these households faced:

e 36% were unemployed at some point during the previous year;

e 82% had a serious medical condition;

o 25% used medical equipment that requires electricity

The NEADA sturdy further reports indirect threats to health imposed by

? National Energy Association Directors’ Association, 2009 National Energy Assistance Survey, Final Report, April
2009, www.neada.org



http://mvw.neada.org

financial stress when various demands compete for their limited dollars include:
¢ 30% report going without food for a least one day because of energy bills in
the past five years.
e 41% report going without medical or dental care
o 31% did not fill a medical prescription or took less than a full dose because
of high energy bills. And finally,
e 25% had someone in the home become sick because the home was too cold.
In Arizona in State Fiscal Year 2011, Community Action Agencies served a
total of 205,702 individuals and 67,080 families. Of the households served, 71,082
sought help with their utility bills, and 60,738 received utility assistance.'’ Agencies
were able to serve on average, 1 in 10 of the eligible people seeking assistance.

Q.  Why are you opposing the modification to the Lifeline rates as proposed by the
Company?

A. As I believe is clear from the information provided above, TEP customers are
extremely vulnerable and have not yet begun to fully recover from the recession that
began in 2007. As I’ve pointed out, more famulies are falling into poverty than ever
before.

That said, according to Mr. Jones’ testimony there are currently approximately
23,000 Lifeline customers. While the reasonable rate increase the Company is
proposing in this case averages 15.3%, the Lifeline customers are seeing increases of

9.7% to 67.4%. There is nothing just or reasonable in this proposal for low-income

19 NASCSP Arizona CSBG IS 2010 Report.
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customers. Customers who are currently enrolled in frozen rates, or who have been

served through these frozen rates for many years, are still eligible, which means that
their financial situation has not improved, and they are struggling like those described
above. Not only are they unable to pay their bills today and pay all other necessary
bills, they cannot pay 67% more. It is completely unacceptable to charge low-income
customers a higher percentage increase than any other class of customers.

While I understand the Company wants to reduce the number of rates available
and make the rate selection process more efficient for staff and easier to navigate for
customers, the fact that there is no proposal contained in this rate case to ease the
impact for these customers is shocking and unacceptable. Based on the simple facts
of the current economy and environment, I ask that the Commission hold these
customers harmless in this case.

Why are you opposing the inclusion of the Lifeline customers in the DSMS
charge?

The DSMS charge is a relevant charge for those customers who are able to take
advantage of the various energy efficiency programs offered by TEP. As reflected
earlier in my testimony, unfortunately the Lifeline customers are unable to access
most of the energy efficiency programs as they simply don’t have the financial means
to do so. If a customer is income qualified, has the appropriate housing unit and can
gain access to the weatherization program and services offered in their community,
they may be able to take advantage of the weatherization program, the only program

viable for a low-income household.
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Q.
A.

For those low-income customers interested in conserving energy in their homes, it
is a much more difficult task as the quality of the housing stock in which these
families live is poor, and low-income families spend a greater percentage of their
incomes on energy services due to poor insulation, inefficient or non-functioning
HVAC systems and appliances, and the simple reality of having lower incomes.

I am, therefore, asking the Commission to maintain the DSMS charge exemption
for Lifeline customers.

What is your recommendation for the mobility of the Lifeline rate?

In Mr. Jones’ testimony on page 72 he states, “if a customer has an income level
that qualifies them for a discount and they move, they should re-qualify for the open
Lifeline rate or no longer be able to participate. Ultimately, all “frozen rates” should
be eliminated which would remove any need for a rate to be mobile.”

I am unclear what thawing the frozen rates has on the issue of mobility, or what
the benefit is to the Company for requiling the requalification, other than the
potential to drop more customers from this rate. |

In a paper entitled, “Residential Mobility and Youth Well-Being: Research, Policy

. and Practice,” the authors state that, “the United States has been described as a nation

of movers with 15-20% of its population relocating each year. The vast majority of

these citizens — renters in households earning less than $25,000 per year — are

economically disadvantaged both by tenure and by income.”"!

! Residential Mobility and Youth Well-Being: Research, Policy and Practice,” Scanlon, Edward, Devine, Kevin,
Journal of Sociology and Social Welfare, March, 2001, Volume XXVTII, Number 1, p 119.
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If a Lifeline customer is qualified and enrolled, and they move — as low income
individuals often do — they should be able to stay enrolled in the discount program

until such time as they notify the Company of a change in circumstances, ideally

~more income being realized by the family, or are required to re-verify their household

income during the annual re-verification cycle proposed in this case. There is simply
no good reason to punish them by dropping them or requiring they reapply for a rate
they’ve previously been determined eligible to receive.
What is TEP proposing for the LIFE fund?
The LIFE fund was established in Decision 59594 with the purpose stated “to
assist low income individuals and individuals with severe financial emergencies
who are not eligible for assistance through other programs or who cannot be
served by State/Federal programs due to l.ack of funding, subject to the following
conditions.

a. TEP will establish a separate account with a principal balance of $4.5
million. The interest earnings thereon will be used to fund the LIFE fund. The
amount of principal in the account (excluding interest thereon) will not be changed
without further order of the Commission.

b. TEP will establish reasonable criteria, subject to Staff review and
approval, to qualify individuals for assistance from the fund.

c. In future ratemaking proceedings, the principal balance of the fund
(excluding interest thereon) will not be made a part of the rate base.

d. TEP will refer Lifeline customers, who eﬁcceed the maximum kWh usage

11
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during winter or summer peak periods, to the weatherization program.

e. TEP will continue the weatherization program to expend the full
allocated budget, extending the length of the program aé needed.

f. TEP will commit to aggressive marketing of time of use and other low
Income programs.

g. TEP will work with other utilities and ACAA o;q legislation to establish
a state version of a LIFE fund-type program.”

In Mr. Jones’ testimony on page 82, he indicates that the LIFE fund is
currently earning 0.10 percent, which on an annual basis would provide only
$4,500 per year in customer assistance. In 2009, 2010 and 2011 the LIFE fund
contributed only $9,600, $6,200 and $3,800 respectively to the program. The
proposal the Company is making is to now take the $4.5 million originally set
aside to assist low-income customers, and use it to pay off short-term debt, and
replace those funds with an annual contribution of $100,000 to Arizona
Community Action Association (ACAA).

Do you support the Company’s proposal for the LIFE Fund?
No, I do not.

Do you have an alternative proposal for the LIFE Fund?
Yes, I do.

As currently implemented, the $4.5 million is invested and the monthly
interest is provided to a community organization in order to serve low income TEP

customers. Due to the monthly use of the interest and the interest rates being

12
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realized, very few customers are being served.

The lowest payment amount within the LIFE fund used to assist families is
$100, and the highest is $306. If we average those numbers, $203, using the level
of funding provided by the Company and reflected above, in 2009 approximately
47 TEP customers were served, in 2010 approximately’ 31 TEP customers were
served and in 2011 approximately 19 TEP customers were served. We know that
at least 23,000 TEP customers are eligible as they are currently enrolled in the
LIFELINE rates, and we may also conclude based on the poverty rate in Tucson,
that many more than 23,000 customers are eligible for bill assistance.

My proposal is that the $4.5 million be retained and used as originally
intended by the Commission, but that it be provided to ACAA to invest within
their Home Energy Assistance Fund program. That fund was established a number
of years ago to invest and leverage utility funding in order to serve a greater
number of low-income utility customers. By allowing for the use of $100,000 of
the original $4.5 million for the first year’s service, and the investment of the
remaining funding -- $4.4 million -- those funds will be able to generate
approximately $100,0GO annually and will provide the ability to sustain the
support to the community for many years. Charles Collins’ testimony will provide
the specific structure for the investment strategy. Mr. Collins is with Smith
Barney Morgan Stanley, and is the investment advisor for ACAA.

Have you consulted with the leadership of Arizona Community Action

Association to ensure this is an arrangement with which they are comfortable?




I have. Malissa Buzan, President of Arizona Community Action
Association, has provided testimony related to this matter expressing the
organization’s support of this proposal.

Is there anything you would like to add in conclusion?

Yes. As I believe has been articulated in my testimony, an increase such as
the one being proposed in this case, is not only unfair, it will devastate families
and individuals who are TEP custoﬁlers, and who struggle every day to literally
keep the lights on. I respectfully request the Commission reject the Company’s
rate request.

Does this conclude your testimony?

Yes, it does.

14
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Please state your name and address.

My name is Charles Collins and my business address is 2398 E. Camelback Rd.
Ste. 800, Phoenix, Arizona.

By whom are you employed, what is your title and what are your responsibilities?
My employer is Morgan Stanley Wealth Management. My title is Senior Portfolio
Manager/Vice President. My responsibilities are to provide investment advice
and, if a client has granted my team investrgent discretion, to manage that client’s
assets at Morgan Stanley. I work on a team with my business partner Dan
Marting.

What is investment discretion?

Certain clients have filled out paperwork granting us the discretion to make
trading decisions on their behalf pursuant to an investment plan approved by the
clients.

Please describe your educational background.

I graduated from Loras College in Dubuque, lowa with a degree in Marketing.
Please describe your professional background and experience?

I entered the business over 15 years ago .With Morgan Stanley and about 8 years
ago moved over to Smith Barney.

Have you previously testified before the Arizona Corporation Commission?

No.
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What is the purpose of your testimony?

I have presented to my client the Arizona Community Action Association (ACAA)
two proposals to .invest $4.5 million in funds currently set aside as the LIFE fund.
Do you currently manage the investment accounts for ACAA?

Yes, I do with my co-portfolio manager, Dan Marting.

How long have you managed thé ACAA funds?

Approximately 4 years.

What are the investment goals for the ACAA?

ACAA currently invests its funds to generate returns to fund its services to low-
income families.

What have you been asked to accomplish with the investment of the $4.5 million
LIFE fund?

I was asked to develop two potential investment strategies for ACAA to attempt to
generate returns that could be used to serve families in the TEP service territory on
an ongoing basis.

What are your recommendations for the investment of the LIFE fund?

Per the two attached proposals, we have suggested two alternatives: a conservative
model using only fixed income and also a balanced model that contains both
fixed-income and equities.

What are the investment goals of the proposed models?

The fixed income proposal is designed to generate income; the balanced portfolio

proposal would use both equities and fixed income to generate a total return via

(U8




capital appreciation and income. I would remind you that all investment strategies
involve some level of risk. The risk factors are discussed in the proposals
themselves, and I refer you to them for more details.

Does this conclude your testimony?

Yes.




Attachments to Charles Collins’ Testimony
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YOUR INVESTMENT PROFILE

One of the advantages of a consulting relationship is that it provides an objective framework for making
investment decisions. This process often includes the development of a personalized, long-term investment
strategy.

Consulting Group’s four-step investment process is designed to help investors seek to achieve their investment
objectives, attain portfolio diversification and reduce risks over time.
o STEP ONE: Set Investment Objectives

Financial Advisors help you to define your investment objectives based on three critical factors: your
goals, ime horizon and nsk tolerance.

@ STEP TWO: Define Investment Strategy

Based on your investment objectives, your Financial Advisor recommends an asset allocation strategy
designed to provide proper diversification.

¢ STEP THREE: Evaluate and Select Investment Products

Financial Advisors help you to identify investment products that may be most appropriate given your
asset allocation strategy: The investment products may or may not be affiliated with us.

® STEP FOUR: Ongoing Review Process

Financial Advisors consult with you periodically to determine whether short-term or long-term changes
are needed in the asset allocation strategy or investment products in your portfolio.

For more information on Consulting Group’s Four-Step Process, please speak to your Financial Advisor.

Step 1: Set Investment Objectives

Our discussion of your financial needs and goals was the start of the process that enabled us to learn
about you as an investor. Let’s review what you told us:

e You will be investing $4,500,000.
@ You have selected the FA Discretionary‘Program

® You have selected the "custom" version of the asset allocation model.

The following information depicts our understanding of your iInvestment objectives and nisk tolerance for
your proposed Morgan Stanley Consulting Group Select UMA account.

Please review this information carefully: If you do not agree with this or any other information included
in this proposal, please notify your Financial Advisor immediately. Also, please notfy your Financial
Advisor immediately of any change in the information in this proposal (including any change m your
investment objectives or risk tolerance). To the extent that the investment suttability and objectives
information noted below conflicts with any other information you communicate to us (e.g,, via telephone,
e-mail, or Investment Policy Statement), the information contained in this proposal shall control with
respect to the management of this account.

Consulting Group

Prepared by Marting Collins Group of Morgan Stanley Page 3 of 29
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¢ Your primary purpose for opening this account is to generate current income.

¢ We understand you nef’d 10 take regular withdrawals from this account. You will need between 2% and
L

4% of this account’s current value mw”

e Forthis account, you are prm;mjh' concerned with imiting nsk You are willing to accept lower target
returns to Lmit your chance of loss.

¢ G 1}Uur' vestment goals for this account, you would choose a hypothetical portfolio over a 20-vear

period similar 1o the followi ng:

Hypothetical Annual Returns
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© The bar chart below shows a range of hypothetical one-year ending values for a $100,000 initial
mvestment in a portfolio. The hypothetical value of the average return for thar portfolio is shown in
the center of the bar. Given possible outcomes for various portfolios, you would consider the
following hypothetical portfolio to be suitable for you in light of your investment objectve for this
account:

Brrknl;
Forolio &

Atthe end of a given year, this portfolio has hypothetical ending values between $111,800 (11% return)
and $99,400 (negative 1% return). The hypothetcal average ending value of this portfolio after one year
is approxamately $§103,600 (6% return). This portfolio 1s constructed to accept a lower hypothetical
average ending value, bur also to seek a narrower range of one-year ending values.

It is important to remember that a hypothetical portfolio such as that shown above is more likelyto
achieve the average return over long-term holding penods. Please note that this is onlya hypothetical

xample, for the purpose of measuring your tolerance for sk Actual results will vary; and may be
worse than the lowest outcome shown on the bar chart above. This bar chart does not represent any
actual histoncal results and does not include fees or charges that would lower your rerurn.

¢ Inflation can greatly erode the return on your mvestments, especially over time. For this account, you
S BTERS S : p ; »JO
prefer o minimize short-term fluctuations in portfolio value (and the potential for loss) as much as
r

possible, even if it means thar your portfolio has the potental to only keep pace with or slightly exceed
inflation (and might not keep up with mflation).

¢ Sometmes Investment losses are permanent, soretimes they are prolonged and someumes theyare
short-lived. We understand that if you expenenced substantal investment losses in this account, vou
would sell vour mvestments immediately:

Prepared by Marting Collins Group of Morgan Staniey Page 5 of 29
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SSET ALLOCATION

AS
Step 2: Define Investment Strategy
Asset allocation can be one of the most effective investment techniques investors can employ: The
ApPIOpIiAte asset allocation policy can provide diversification of your portfolio, lower overall portfolio
fluctuation and position your portiolio to take advantage of demlop_no vestment opportunities, This 1s
conducted by ap pportioning your portfolio among different <(D€§ of investments that may include stocks
res. While 1t 1s a widely held opinion that

v market mstruments and other asset cate €gos
rrersification does not ensure against loss.

bonds, mone
prudent mvestment technique,

ﬁversification 52

i

The following asset allocation is either the a
Investment objectives or a custom allocation

fion Fixad Inc (£0)
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YOUR PORTEOLIO

Step 3: Evaluate and Select Investment Products

Our Consulting Group Investment Advisor Research department(“CG IAR”) evaluates most
investment products offered in the Select UMA program. CG IAR then reviews these investment
products periodically 1o ensure that they continue to meet Consulting Group's standards. CG IAR
does not evaluate mvestment products affiliated with us (including investment products with “Morgan

Stanleyy” “CGCM,” or “GIS” in their names).

In addition, we will monitor the investment products you ultimately select for your portfolio. The
purpose of this process is to evaluate whether the investment products selected continue to be
compatible with your stated investment objectives and tolerance for risk

The table below illustrates the percentage of your assets that would be invested in the investment
products listed if this proposal is accepted.

Select UMA Custom Model

If “Custom Model” is indicated above, this means that you have selected the Custom version of the
asset allocation Model (in which event you (or if you select Financial Advisor Discretion, your
Financial Advisor) have selected a customized version of the asset allocauon model (instead of
utilizing a Model pre-defined and periodically adjusted by Morgan Stanley ).

| Pacific Incorne ST Bond Fd MF 12.50% 90-Day T-Bilis

PIMCO Short Term Bond Fd ME 12.50% 9C-Day T-Bills
Ultra Short Duration Fixed Inc Total 25.00%

Blackrock Core Bond . ' SMA 14.85% ngregate

PIMCO Total Return Fd MF 14.85% BC Aggregate

Western Core Plus Bond Fd MF 15.30% BC Aggregate
| US Core Fixed Inc Tot_al 45.00%

| BlackRock Low Duration Fd MF 15.00% ML Ty 1-3 Yr- G102

T T

US Short-Term Fixed Inc Toral 15.00%

ETF” represents a separately managed accours, a rmurual fund, and an

M

Prepared by Marting Collins Group of Morgan Stanley Fage 7 of 29
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| Eaton Vance Inc of Boston Fd MF 250%  BCHY
[

; Wells Fargo High Income Fd MF 2.50% BCHY
! High Yield Fixed Income Total 5.00%

AN AT,

yrs 5.00%  CuNor-US WGBI Hed

[ Dreyius Stendish Intl Bd F

5.00% it Non-US WGEBI Hed

PIMCO Frgn Bd USS Hedged Fd

{
Internanonal Bonds Total 10.00% l
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EVALUATION OF INVESTMENT PRODUCTS

In the Select UMA program, we offer a wide range of Investment Products (including Sub-Managers,
mutual funds and ETFs) that we have selected and approved. We also offer affiliated investment
products, which CG IAR does not evaluate or approve. The remainder of this section (“EVALUATION
OF INVESTMENT PRODUCTS”), as well as any references in this proposal to Investment Products
being evaluated or approved (or on the “Focus List” or “Approved List”) does not apply to affiliated
investment products.

Morgan Stanley CG IAR evaluates Investment Products. CG IAR may delegare some or all of its
functions to an affiliate or third party. Investment Products may only participate in the Select UMA
program if theyare on CG IAR’s Focus List or Approved List discussed below The Focus List and
Approved List are available at

www.morganstanleyindividual.com/ accountoptions/ managedmoney/ manager/ default.asp (or you can
ask your Financial Advisor for these lists). Only some of the Investment Products may be available in
the Select UMA program.

In addition to requiring that Investment Products be on the Focus List or Approved List, we look at
other factors in determining which Investment Products we offer in the Select UMA progra,
including:

. program needs (such as whether we have 2 sufficient number of Investment Products
vallable m an asset class),

¢ chent demand and

¢ the Sub-Manager's or Fund’s minimum account size.

We automatically termimate Investment Products in the Select UMA program if CG IAR downgrades
them to “Not Approved.” We may terminate Investment Products from the program for other reasons
(e.g., the Investment Product has a low level of assets under management in the program, the
Investment Product has limited capacity for further mvestment, or the Investment Product is not
complying with our policies and procedures).

Focus List To be considered for the Focus List, Investment Products provide CG IAR with relevant
documentation on the strategy being evaluated, which may include sample pomohos asset allocation
histones, s Form ADV (th form that fnvestment managers use to register with the SEC) past
performance mformation and marketing literature. For verification PUIposes, as part of the review
process, CG TAR may compare the SuL)-Maﬁagers/ Fund’s reported performance with the performance
of a cross-section of actual accounts calculated by OG5 TAR. CG TAR personnel may also interview the
Sub-Wanager or Fund and 1ts key p@r“ormi and examine its operations. Following this review process,
Investment Products are placed on the Focus List if they meet the required standards for Focus List

Prepared by Marting Collins Group of Morgan Stanley e 8 of 29
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Watch Policy. OG IAR has a “Watch” policy for Investment Products on the Focus List and Approved
List. Watch status indicates that, in reviewing an Investment Product, CG IAR has idenufied specific
areas of the Sub-Manager’s or Fund’s business that (a) ment further evaluation by CG IAR and (b) may,
but are not certain to, result i the Investment Product becoming “INot Approved.” Putting an
Investment Product on Watch does not signify an actual change m CG IAR opinion nor is it a guarantee
that CG IAR will downgrade the Investment Product. The duration of a Watch status depends on how
long CG TAR needs to evaluate the Investment Product and for the Investment Product to address any
areas of concern. For addiional mformation, ask your Financial Advisor for a copy of CG LAR’s Watch
Policy:

Tactical Opportunities List. CG IAR also has a Tactical Opportuatties List. This consists of certain
Investment Products on the Focus List or Approved List recommended for investment at a given time
based in part on then-exisung ractical opportunities 1n the market.

repared by Marting Collins Group of Morgan Stanley Page 11 06729
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Mutual Fund & ETF Performance

The performance below shows the average annual total return of each murual fund/ETF (“Fund”)
inchaded m the proposal for the periods shown below; as well as since the Fund's inception. To the
extent that any of these funds include a sales load, the effect of such a load is reflected in the
performance quotatons. We are required to lustrate the maximum possible effect of the load by
applicable law; however, if you accept this proposal, the funds purchased for you through this program
will have such sales loads waved. However, your account will be charged the Select UMA fee, so your
returns would differ from - and be lower than - those shown below

The impact of Select UMA program fees can be material. These program fees are deducted quarterly
and have a compounding effect on performance. For example, on an account with a 1% annual fee, if
the gross annual performance is 6%, the compounding effect of the fees will result in a net performance
of approximately 4.94% after one year, 4.81% after three years and 4.66% after five years. See the Select
UMA. ADV brochure for an explanation of the fees and charges that would apply if you invest in a
Fund through the Select UMA program.

As with any Fuad investment, you should consider the investment objectves, risks, charges and
expenses of the Funds carefully before investing, Your Financial Advisor is available to discuss
these issues in detail with you. Additionally, the prospectus of each Fund contains this
informaton and other information about the Fund. Prospectuses and current performance d

are available on our website at www.morganstanley.com or through your Financial Advisor.

The performance data set forth below represents past performance. Past performance does not
guarantee future results. Investment returns and principal value of an investment will fluctuate
so that an investor’s shares may be worth mozre or less than their original cost upon redemption.
Current performance may be lower or higher than the performance data quoted. For Funds
with muldple share classes, the data may represent the actaal performance of the oldest share
class prior to the inception of newer share classes. This data is adjusted to reflect the expenses
of the newer share classes.

Performance data as of the most recent month-end may be obtained by contacting your
Financial Advisor, calling the fund company at the toll-free number shown in this proposal, or
through www.morganstanley.com.

Gross Expense Rato reflects the annual percentage of a Fund’s assets paid out in expenses which
include any 12b-1, transfer agent and all other asset-based fees associated with 2 Fund’s daily operations
and distrabution.

MNet Expense Ratio reflects actual expenses paid bya Fur d well as any fee waivers or expense
reimbursements, which may br voluntary or mandated by contract for a certain time period. Specific
details abourt expense ratios are outlined 10 a Fund’s prospectus.

the impertam performance disclosures loc

starisrics based on these

1 at the end of this Propesal. Ret *u_J, Gther performance figures and any risk or other
formance figures do not refiect the paymemt of any separate

av)
Il
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CE REVIEW*

Janaary 8, 2013

The performance data designated as “Proposal” below on this page and on each of the following pages of this
proposal 1 intended to model what the return of a portfolio would have been had you been invested in the
mvestment products recommended in this proposal, in the percentages recommended, over the time periods showr,
These returns are hypothetical returns based on a simulated account (not an acrual account). You would not
necessarily have obtained these performance results if you had held this portfolio for the periods indicated. Actual
performance results of accounts vary due to factors such as timing of contriburions and withdrawals, and
rebalancing schedules. Also, fees would apply to, and reduce the performance of, investment products included in
this hypothetical portfolio. The selection of investment products in this propoesal reflects the benefit of
hindsight based on historical rates of return. This performance is presented for illustrative pusposes only.

With respect to third-parry separately managed accounts (* SNIAS”) the performance information is based on other
accouts of the mvestment Sub-Manager that operated with substantially similar investment objectives and policies
during the time periods indicared. With respect to affilited investment producrs the performance mformarion is
that of the affiliated investment product in 2 Consulting Group mvestment advisory program other than Select
UMA. The data designated as “Proposal Benchmark” is derived from the stated benchmark of each investment
product mcluded in the weightings set forth n our recommendation. As noted above, past performance does not
guarantee or predict furure results.

It is important to note that the performance set forth below does not take into account the fees that would
be charged to the account. As illustrated in the Performance Disclosures at the end of this proposal, if an
account had been in existence for the time periods shown, its performance would be lower than that shown
by an amount that is directly proportionate to the fee charged. Please see the Fee Schedule for an
iltustration of the impact of fees on account performance.

PERFORMANCE STATISTICS BEFORE FEES*

Annualized Returns

=

w

1TYR 3 YR 7 YR 10 YR

EPROPOSAL i PROPOSAL BENCHMARK

| PROPOSAL 6.99% 590% 5.83% 5.44% 522% |
CPROPOSAL BENGHMARK Sy BB2% 4.01% Yo 4.25% |

posal Returms, other perfc
arate account mlﬂﬂgeﬂlﬂn{

* Please see DE Important pﬂforﬁmn@ disclosures locared at the end of ¢ v risk or other

statistics based on these performance figures do not reflect the payment o of any

" “Standard Deviauon,” “RiskReturn Analysis™ end “Proposal Benchmark” in the
of 1‘13 ; roposal.
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¢ PROPUSALBENCHMARK . @ o . - s A%
3 90-DAY TREASURY BILLS 0.09% 0.02%
4 (BDACCBONDINDEX. R © o B 18% . - S 283% -
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8 PIMCO Short Term Bond Bd - ’ saaa 1 90% . - s
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11 Eator Vance Inc of Boston Fd 12.20% 6.48%

|12 WelsFargoHighlncomePid - = 0 [ AT s e B 06%

important performance disclosures located roposal Returns, other perforrpance figures and any risk or other

on these performance figurss do not reflect the pavment of any separate account managemenr fees.

PREIS

ussion of “Upl,” “Downl,” “Up2,” “Down2,” “Sranderd Deviauon,” “Rask-Revarn Anals
sof Terms and Disclosures at the end of this proposal.

and “Proposal Benchmark” in the
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IV. PERFORMANCE REVIEW*
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Pacific Income ST Bond Fd 61% 1.12%
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PIMCO Short Termn Bond Fd , A% o onge
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iamnportant performance disclosures locared ot the end of this proposal Rerurns, ot
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i performance figures and anv sk or other
on these performance figures do not reflect the payment of

I2ZEINENT fees.

COoUnt ma

1

Beturn Analysis” and “Propesal Benchmark” in the

ussion of “Upl,” “Downl,” “Up2,” “Down2,” “Standard Devistior

¢ Terms and Disclosures at the end of this proposal.
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TEF 4: Ongoing Review Process

8]

After vour imvestment products have been selected, your Fmancial Advisor will periodically moniror your
account’s performance. Consulting Group believes that an investment management program does not end with
the initial selection of a strategy: T Periodic evaluation and monitonng of vour account and vour long-term
investment objectves help vou to make periodic adjustments.

Morgan Stanley will provide you with periodic reports showing your account penfonnance Many Fmancial
Advisors invite clients to review these reports with them ither in one-op-one meetngs or over the telephone.

Should your financial objectives change, please notify your Financial Advisor so they can reassess your overall
Imvestment strategy and suggest appropriate adjustments.

The following services will be provided to vou as part of the Select UMA program fee.
Consuling Services
¢ Deiine mvestment objectives and risk tolerance levels

¢ Develop customized asset allocation strategies

¢ Recommend appropriate investment products

e Rebalance portfolios peﬁodicaﬂy (optional)

¢ Provide manager research reports and penodic economic commentary
Account Services

¢ Trade executons

¢ Custody services and safekeeping of securues

e Awomartc mvestment of cash balances

Communications (as required by client)

¢ Comprehensive periodic reports summarizing performance and portiolio activity
¢ Monthly account statements

e Trade confirmation of everytransaction (unless you request otherwise)

e Penodic review of investment objectives

Prepared by Marting Collins Group of Morgan Stanley Page 23 of 29



90-dayv Treasury Bill Index: An unweighted average of weekly auction offeri mg rates of 90-day
Treasury bills, Treasury bills are backed by‘ e full faith and credit of the TS, SOvVEIrnment
Barclavs apital Ageoregate Index: The US. Aggregate Index covers the dollar-denominated
Invesiment-grade fixed-rate taxable bond market, including Treasuries, government-related and
COTPOTaTe SECUIiies, }BS pass—th_romb securties, asset-backed securites, and commercial morrgage-
based securties Se major Sectors are subdivided 1nto more specific subindices that are calculated and
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Risk-Return Analysis: On the nsk-return graphs, also known as scattergrams or Scatterplotu, each
point on the analysis represents both the return and nsk of the proposal and benchmarks. Risk, defined
as standard deviation, is measured along the x-axis, while return 1s measured along the y-axs. The
vertical and honizontal lines drawn LhiouOh the plopos:d or benchmark divide the vraph wto four
quadrants. The northwest quadrant is sometimes regarded as the most desirable quadrant since any
point falling there has both return exceeding the benchmark and less risk than the benchmark. In
general, anything plotted to the northwest of another point on the graph is considered to have
outperformed the other on a risleadjusted basis. Historical risk-adjusted performance is not a predictor
of future risk adjusted performance.

S&P 500 Index: Widely regarded as the best single gauge of the US. equities market, this world-
renowned index includes a representative sample of 500 leading companies in leading ndustries of the
US. economy: Although the S&P 500 focuses on the large-cap segment of the market, with over 80%
coverage of US. equities, it is also an ideal proxy for the “total market.

Standard Deviation: The statistical measure of the degree to which an individual value m a probability
distribution tends to vary from the mean of the distnbution. The standard deviation of performance
can be calculated for each security and for the portfolio as a whole. The greater the degree of
chspcrlon the greater the risk

Strategic Asset Allocadon: A blend of asset classes that we recommend in the Select UMA program
to seek to maximize rerurns in the long run for a given risk tolerance level.

Tactical Asset Allocation: A blend of asset classes that we recommend in the Select UMA program to
seek to maximize returns over a shorter period (generally 12 months or so) for a given risk tolerance.

Upl: A porfolio’s performance during the most recent “up” cycle in a market. The most recent “up”
cycle consists of the most recent quarter in which market pelfonmnfe (a@ measured by the benchmark)
was greater than zero. However, if the most recent such quarter was the last in a series of successive
quarters 1n which market p@rformance was greater than zero, the most recemt “up” cycle consms of that
series of successive quartess. (For example, I the last © up” quarter was the fifth successive “up” quarter,
then the most recent “up” cycle is the penod consisting of those five successive quarters.) The length of
the Up! period may be different from that of the Up 2, Downl and Down2 periods.

Up2: A portfoho s performance during the second most recent “up” cycle in a market. See the
definiion of “Up!” for how we determine up” cycles.

Prepared by Mariing Collins Group of Morgan Stanley Page 25 of 29



Although the statements of fact and data in this proposal have been obtained from, and are based
upon, sources that we believe to be reliable, we do not guarantee their accuracy; and any such
information may be incomplete or condensed. All opinions included in this materal constitute our
iudgment as of the date of this material and are sub;wt to change without notice. This material is

provided for informational purposss only and is not intended as an offer or solication with 1:\}
w0 the pure hase or S“Ae of anvsec Lgit}: The information show is provided by the Consulung Group
and Sub-Managers and, | where provided by Sub-Managers, is not independe tl rveritied by us.
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Performance results melude all cash and cash equivalents, are time weighted, annualized for time
periods greater than one year and include realized and unrealized capital gains and losses and
reinvestment of dividends, interest and income.

As a result of recent market acuvity, current performance may vary from the figures shown. Please
contact your Financial Advisor for up-to-date performance information. Past performance is not a
guarantee of future results. Diversification does not ensure a profit or protect against loss.

General Information. All Funds are sold by prospecrtus, which contains more complete
information about the fund. Please contact your Financial Advisor for copies. Please read the
prospectus and consider the fund’s objectves, risks, charges and expenses carefuﬂv before
investing. The prospectus contains this and other informaton about the fund.

Return and principal value of mvestments will fluctuate and, when redeemed, may be worth more or

less than their oniginal cost. Investments are not FDIC insured or bank guaranteed, and investors may

lose money: There 1s no guarantee that past performance or information relating to return, volatﬂity;
yi rehabdltv and other atcribures will be predictive of future results. The value of an investo

hares of aﬂvfund will fluctuate and, when redeemed, may be worth more or less than the investor’s
ost.

%5}

[}

If the client selects a “custom” version of the model for the client’s unified managed account, unless
the chent has elected Financial Advisor Discretion, the client (not Morgan Stanley) will determine the
initial asset allocation for the model and will be responsible thereafter for any adjustments to the asset
allocation of the model. The client’s Financial Advisor may utilize recommendations of the our
Global Investment Committee (“GIC”) as a resource 1n assisting the client in defining a custom
model. If the Financial Advisor does wtilize GIC recommendations in connection with defining 2
custom model, there 1s no guarantee that any mode! defined will in fact mirror or track GIC
recommendations.

Individual retirement accounts and other retirement plan clients that participate in Morgan Stanley
’{d* 1sory programs may be prolubited from purchasing investment products managed by affiliates of
Morgan Stanley:

Morgan Stanley Smith Barney LLC, 1ts affiliates, and its emplovess are not in the business of
providing tax or legal advice. These matenals and any tax-related statements are not intended or
wrirten 10 be used, and cannot be used or relied upon, by any taxpayer for the purpose of avoiding tax
penalties. Tax-related statements, if any, may have been written in connection with the promoton or
marketing” of the transacton(s) or matters( s) addressed by these matenals, to the extent allowed by
applicable lav: Anytaxpayer should seck advice based on the taxpayer’s particular circumstances from
an independent tax advisor. The performance of tax-managed accounts is likely to vary from thar of
non-tax managed accounts.

To obtam Tax Management Services, a client must complete the Tax Management Formy, and delver
the signed form to us. For more mformaton on Tax Management Services, including its features and
Limitations, please ask your Fizancial Advisor for the Tax I\f’\ﬂag&lﬁﬁt Form. Review the fﬂrm
carefully with vour tax advisor. Tax Management Services (a) apply only to equirv investments in
separate account sleeves of ch en accounts; (b) are not avatlable for all accounts or clients; and ()

it
.

may adversely impact account p rmance. Tax Management Services do not constitute tax advice or
ac S,omslﬁw Tax-Sensitive investm t management program. 1 There is no guarantee that Tax
i\@magemunt Services will p“odu e desired tax results.
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Investing in the market entails the risk of market volatility The value of all types of securities,
JlCludl.j’ Funds, may increase or decrease over varying time periods.

To the extent the investments dbp ted herein represent international securities, you should be aware
that there may be additional risks associated with imernational ; nvesting, Q:ciuc_ug foreign economic,
political, monetary and/or legal factors, changing currency exchange rates, fore eign taxses, and
differences in financial and a accounting standards. These risks may be magnified 1n emerging marh ets.
International investing may not be for everyone. Small and m&npuLmor ) companies may lack the
financial resources, product diversification 2 md competitive swrengths of larger companies. In addition,
the securities of small caprtalization companies may not trade as readhy as, and be subject to higher
volatiliry than, those of larger, more established companies.

=

-

Ultra-short bond funds are Funds that generally invest in fixed Income securiries with verv short

MAturIes Wpim;“\* less than one year. They are not monev market fun I

attempt to maintain a stable net asset value, an ultre-short bond fut»d’s et asset value will fluctuate,
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transactions. The prices of derivatives may move in unexpected ways, especially under abnormal
market conditions. In addition, correlation between the particular denvative and an asset or Liabiliry of
the investment portfolic may not be what the investment manager expected. Some derivatives are
"leveraged" and therefore may magnify or otherwise increase investment losses. Other nsks mclude
the potential inability to terminate or sell derivative positions, as a result of counterparty failure to
settle or other reasons.

In this proposal, “Morgan Stanley” “we,” “us,” or “our” apply to Morgan Stanley Smith Barney LL.C

<

2012 Morgan Stanley Smith Barney LLC. Member SIPC. Consulung Group 15 a business of Morgan Stanley Srith Barnev LLC

Page 29 of 29



®
Select UMA

Morgan Stanley

2358 £ CAMELBACK RD SUITE 800
PHOENDX AZ, 85016

6029547766

© 2013 Morgan Staniey Smith Barney LLC. Member SIPC, Consulting Group i 2 business of Morgan Staniey Smith Barney LLC.



INTEINTS

i

¢
s

atriars

JE

GIHarY &
Jarary

—

LE

T

i ¥s s

2
3

et

Jomm] b - e
- ot i~ . fy [
- - - - = = =

L'TS

N

ME

g

®;
-
2
g
o -y W
[y ( o .
O » wp_ -
DH. < ded - ]
Y ) frd 1] T
T b o] & »
= I SR
teeed ] L Mm 9 & o
= n e o = %
h Py W @) N, A Q
- W 1 e 3 ]
e v v - & Q
D> X [ L T O 3
= - (1] (x) o - o

2y LIy oy

V_,:y

lanis

i

Prepared by Marting Collins Group of Morgan S




+ TR TN e
3 EELEO Sy T E &
Lo PROFILE

ACAA

Jamuary 8, 2013

YOUR INVESTMENT PROFILE

One of the advantages of a consultng relationship is that it provides an objective framework for making
investment decisions. This process often includes the development of a personahzvaj long-term investment
strategy.

Consulung Group’s four-step investment process is designed to help wnvestors seek to achieve their investment
objectives, attain portfolio diversification and reduce isks over time.

¢ STEP ONE: Set Investment Objectives

Financial Advisors help you to define your investment objectives based on three critical factors: your
goals, ime honzon and risk tolerance.

e STEP TWO: Define Investment Strategy

Based on your investment objectives, your Financial Advisor recommends an asset allocation strategy
designed 10 provide proper diversification.

¢ STEF THREE: Evaluate and Select Investment Products

Financial Advisors help you to idenufy investment products that may be most appropriate given vour
asset allocation strategy. The mvestment products may or may not be affiliated with us.

¢ STEP FOUKR: Ongoing Review Frocess

Financial Advisors consult with you periodically to determine whether short-term or long-term changes
are needed in the asset allocation strategy or Investment products in your portfolio.

For more nformation on Consulting Group’s Four-Step Process, please speak to your Financial Advisor.

Step 1: Set Investment Objectives
Our discussion of your financial needs and goals was the start of the process that enabled us to learn
about you as an mwvestor. Let’s review what vou told us:
¢ Tou will be mvesting $4,500,000.
You have selected the Firm Discretionary Program.

€ You have selected the "tactical” version of the asser allocation model,

=

he foﬂowing mformation depicts our understanding of your investment objectives and risk tolerance for
ur proposed Morgan Stanley Consultng Group Select UMA acconnr.

\,4

Please review this information carefully: I you do not agree with this or any other mformation included
1n this proposal, please notify your Financial Advisor .mmechate Also, plpaf notify your Financial
Advisor immediately of any change in the information in this 'vromusm (including any chzm.ge o your
investment objectives or risk tolerance) e}. To the extent that the investment muabihw and objectives
informauon noted below confhicts with any other information you communicate to us (e.g,, via telephone,
e-mall, or Investment Policy Statement), the information contained in this proposal shall control with
respect 1 the management of this account.

Prepared by Marting Collins Group of Morgan Stanley Page 2 of 32



L INVESTMENT PROFILE

©

Your primary purpose for opening this account is wealth accumulation.

¢ \We understand vou need to take regular withdrawals from this account. You will need berween 2% and

4% of this account’s currem value muaﬂj\z

t 1o begm withdravang funds from this account immediately; for your primary investme

¢ Once you begin to withdraw funds from this account for your prmary investment objective, vou
anucipate that you will withdraw all funds within 6 to 10 vears.

¢ Forthis account, limiting risk and ma:dmizing returns are of equal mportance to vou. You are willing
1o accept moderate risk and a moderate chance of loss to seek moderate returns.

o Glven your mvestment goﬂ: for this account, you would choose a hypothetical portfolio over a 20-vear
period similar to the followin ng:

al Annual Returns

tlypothetic

()

-
i

This portdolio s constructed 1o seck I’l;)d:‘"’ue 'mcd returms, L:\l ;n?i Lme Plfc;;e note that LhL is
h@@them example only; for the purpose o
any actual historical results and duc@ 0ot J_’L\,h
results of anyv particular account may be less
Hupotheucal ."\IU“lL’il Retumn” showa above,

Iovwﬁr vour 1euu':1 :&c“ucl
»ci Returns” and "Ave: rage

¢ The nskof 2 pordolio su
concern for Investors. In ﬂrj an imvestor nst be
willmg 1o accept greater nsk. 3 L’Ll account. you ‘\’\'OLlQ be most
comfortable invesung this account 1n a by ical portfolic sirnhar to the foLcming:

D"“‘&u VE

returny) is often a primary

I Portfolio B
o
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This portfolic 1s constructed to accept a somewhat lower hypothetical value, but also to seek a
somewhat lower chance of losing money, after one year. Please note that this is a hypothetical example
only, for the purpose of gauging your tolerance for nsk. This does not represent any actual historical
results and does not include fees or charges that would lower your return. Actual results of any
particular account may be less than the ' Hypothe vical Value" shown above, and may be negative.

¢ The bar chart below shows a range of hypothetical one-year ending values for a $100,000 initial
investment in a portfolio. The hypothetical value of the average return for thar portfolic is shown in
the center of the bar. Given possible outcomes for various portfolios, you would consider the
following hypothetical portfolio to be suitable for you in light of your investment objective for this
account:

gw 5@ ooﬂ ﬁ\'D

ical Poriclio Returns Basad on Risk

§120,744

Pordolio B

Arthe end of a given year, this portfolio has hypothetical ending values between $120,744 (21% return)
and $93,496 (negative 7% remm/ The h'vpotheucm average ending value of this portfolio after one year
is appro: urmtek $107,120 (7% revurn). This portfolio is constructed to accept 2 somewhat lower
hypothetcal average Pncuno value, but also to seek a somevwhat narrower range of one-year ending
values.

It is important to remember that a hypothetical portfolio such as that shown above is more likely to
achieve the average return over long-term holding periods. Please note that this 1s only a thOLhethfd
example, for the purpose of measuring your tolerance for sk Actual results will vary, and may be
worse than the lowest outcome shown on the bar chart above. This bar chart does not represent any
actual historical results and does not mclude fees or charges that would lower your retum.
¢ Inflation can greatly erode the return on your mmvestments, especially over time. For this account, you
prefera po ortfolio that has the potential to exceed mflation moderately over the long run and are \m_lmv
to accept moderate short-term fluctuations in value (and a moderate potential for losj ) to achieve this

Freparsd by Marting Collins Group of Morgan Stanley Page 5 of 32
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¢ Sometimes investment losses are permanent, sometmes they are prolonged and sometimes they are
short-lived. We understand that if you experienced substantial investment losses in this account, you
would sell your investments immediately:

S e 2 o

RO 1N
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ASSET ALLOCATION

o

tep 2: Define Investment Strategy

Asset allocation can be one of the most effective investment techniques investors can employ. The
appropriate asset allocation policy can provide diversification of your portfolio, lower overall portfolio
flucruation and position your portfolio to take advantage of developing investment opportunities. This is
conducted by apportioning your portfolio among different types of investments that may include stocks,
bonds, money market instruments and other asset categories. While it is a widely held opinion that
diversification 1s a prudent investment technique, diversification does not ensure against Joss.

The following asset allocation is either the asset allocation that we recommend for you based on your
investment objectives or a custom allocation that you have selected based on your preferences.

Asset Class Target
i US Large Growth Equity (L.G) 11.00%
Ugiarge Valus Equity (L5 - s e 7:00% - .
| US Mid Cap Growth Equity (MG) 2.00% 7
Us Nid Cap Value Bauily A 00 b : ' . e
| US Small Growth Equity (SG) 2.00%
Lo S SmaelliValus Fquity (SV) : ‘ - Y e i
| Managed Futures (AF) 5.00% ‘
Lo Hedged Mull-Strategy (AM) - e D g e e o : ]
3 international Equity (IE) 6.00% 1
: Emerging Mariels Equity (51) \ : 500% 0 0 |
Commadities - Diversified (CO) 3.00% ]
< Ulra Snott Domteon Fiked ing (EC) Sl e : = : a3 00% L }
US Core Fixed inc (CF) 23.00% ‘
i inflation Linked Securities (T 0 i e S S s
! High Yield Fixed Income (HY) 3.00%
Lo hiemalional Bonds (B : e s

“Tiue to rounding, total may not add t¢ 106.00%.

Prepared by Marting Coliins Group of Morgan Stanlay Page 7 of 32
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Asset Class Target
Ermerging Markets Fixed Income (EF) 4.00% |
R ! 2.00% J

Preparsd by Marting Collins Group of Morgan Stanley Fage 8
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YOUR PORTFOLIO

Step 3: Evaluate and Select Investment Products

Our Consulting Group Investment Advisor Research department(“CG TAR”) evaluates most
mvestment products offered in the Select UMA program. CG IAR then reviews these investment
products periodically to ensure that they continue to meet Consulting Group's standards. CG TAR
does not evaluate nvestment products affiliated with us (including investment products with “Morgan
Stanley;” “CGCM,” or “GIS” in thew names).

In addition, we will monitor the mvestment products you ulumarely select for your portfolio. The
purpose of this process 1s to evaluate whether the mvestment products selected continue to be
compatible with your stated investment objectives and tolerance for risk.

The table below illustrates the percentage of your assets that would be invested in the investment
products listed if this proposal is accepted.

Select UMA Model 4

us LargeGrthh Equxty Winsiow Large Cap Growth SMA 11.00%  Russell 1000 Gr
6 Lamge fab ue quﬁy o NWQ Large Valt ug it G BNA e e . 7.00% ; ‘Russeﬂ‘AQQQ i
‘ US Mid Cap Growth Equity  Ivy Mid Growth Fd . MF 2.00%  Russell Mid Cap Gr
| US Mid Cap Value Eqully . MgreAMG SystemalicMVEd 0 ME o 200%  RusselipidCapvi o
v US Small Growth Equity JP Morgan Dynamic Sm Growth Fd MF 2.00%  Russell 2000 Gr ’
US Small Value Equity . Camblar bmal ValusFd - ME 200% - Russell 2600 V)
Managed Fuiures AQR Managed Futures Strat Fd MF 5.00% ML 3 mth TBill - GOO1
Hed dged b Ut e t*a‘"Qy - Gsidma‘n“Sa‘chs Abs Bewrniiobd o0 MBS ‘ 1.00%  HERIL Pund Weichiet Comp
International Equity Thornburg International Val Fd MF 6.00%  MSCIAC World ex US NET
E('Emer@irﬁg}ﬁagkgﬁs Eaulty  Virtus Emerging Mits Opps B o NE - B00% _‘MS{ZL 1~M net . L
(‘ Commodities - Diversiﬁed Eaton Vance Commaodity Strat Fd MF ’ 3.00% DJ UBS Commuodity -
Ultra Shont E)U"EIEGI’} Fived ~ PIMCO Short Term Bond Fd. NP = 300%  S0DayIBills —_l
; US Core Fixed Inc MetWest Total Rin Bd Fd MF 23.00%  BC Aggregate
infiation Linked Ce urites Bi,ack?:_e;k nn Frotecied Bd rf‘ s ME v w0 2005 BG BhliafLinked US TIPS
‘ High Yield Fixed lnﬂome Eaton Vance Inc of Boston Fd MF 3.00% BCHY
éntsm'atimaé Bonds. - PIMEO Frgr Bd USE Hedged B ¥ s . - 080%. CitiNon- UC WERIHed '
Emerging Marksts Fixed ‘\/\./estem Em Debt Port Fd MF 4.00%  JPM EMBIGbl ;‘
RE{s NG Globat Real Estate FC ME 200%: 1‘

raded nmd resm:cmel

Hg_pcp

Prepared by Marting Collins Group of Morgan Stan/ay Page 8 of 32
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EVALUATION OF INVESTMENT PRODUCTS

In the Select UMA program, we offer a wide range of Investment Products (including Sub-Managers,
murual funds and ETFs) that we have selected and approved. We also offer affiliated mvestment
products, which CG IAR does not evaluate or approve. The remainder of this section (“EVALUATION
OF INVESTMENT PRODUCTS”), as well as any references in this proposal to Investment Products
being evaluated or approved (or on the “Focus List” or “Approved List”) does not apply to affiliated
mvestment products.

Morgan Stanley CG IAR evaluates Investment Products. CG TAR may delegate some or all of its
functions to an affiliate or third party: Investment Products may only participate in the Select UMA
program1f theyare on CG IAR’s Focus List or Approved List discussed below The Focus List and
Approved List are available at

wwwmorganstanleyindividual.com/ accountoptions/ managedmoney/ manager/ default.asp (or you can
ask your Financial Advisor for these lists). Only some of the Investment Products may be available in
the Select UMA program.

In addition to requiring that Investment Products be on the Focus List or Approved List, we look at
other factors in determining which Investment Products we offer in the Select UMA program,
including:

¢ program needs (such as whether we have a sufficient number of Investment Products
available m an asset class),

¢ chent demand and

¢ the Sub-Manager’s or Fund’s minimum account size.

We automatically terminate Investment Products in the Select UMA program if CG TAR downgrades
them to “Not Approved.” We may terminate Investment Products from the program for other reasons

e.g,, the Investment Product has a low level of assets under managemenr in the program, the
Investment Product has Limited capacity for further investment, or the Investment Product is not
complving with our policies and procedures).

Focus List. To be considered for the Focus List, Investment Products provide CG IAR with relevant
documentation on the strategy being evaluated, which may include sample portfolios, asset allocation
histories, its Form ADV (the form that investment managers use to register with the SEC), past
performance information and marketing literature. For verification purposes, as part of the review
process, CG IAR may compare the Sub- Manager’s/Fund’s rpporred performance with the performance
of a cross-section of actual accounts caleulated by CG IAR CG IAR personnel may also interview the
Sub-Manager or Fund and its kev personnel, and examine its operations. Following this review process,
Tavestment Products are placed on the Focus List f they meet the required standards for Focus List

starus.

Freparad by Marting Coliins Group of Morgan Stanley Page 11 of 32



. PORTFOLIO STRATEGY RECOMMENDATION

ACAA

Janwary 8, 2013

CG IAR penodically reviews Investment Products on the Focus List. CG IAR considers a broad range
of factors (which mayinclude Invesument pcnormmhe staffing, operational issues and financial
gopdmon) Among other things, CG TAR personnel imerview each Sub-Manager or Fund periodically o
discuss these matters. If CG TAR is familiar with 2 Sub- Manager or Fund foUova repeated reviews,
CG IAR 1s likely to focus on quantitative analvsis and mterviews and not require in-person meetings.
CP IAR may also review the collective performance of a composite of the Morgan Stanley accounts

anaged by a Sub-Manager/Fund and compare this performmce to overall performance data provided
b thc Sub-Manager/ Fund, and then inve estigate any material deviations,

Approved List. The process for considering Investment Products for the Approved List is less
compre h nsive than for the Focus List, and evaluates various qualitative and quantitative factors. These
may include personnel depth, turnover and experience; nvestment process; business and Organization

charactenstics; and investment pcrfomlanw CGIAR may use an algorthm - 2 rules-based scoring
mr:—chsﬁjsm - tha- reviews varlous qualitative and quantitative factors and ranks each Investment Product
in a third party database. (Not all Investment Products reviewed for the Approved List are subject wo
this aleonthm) CG TAR analvsts anal

al ze the information contained in the algorthm to gauge the

D s and consistency of the data which drve the rankings. and then send the Sub-Manager or
il informavon requests, CG TAR then determines whether the Investme
rds for Approved List sta ‘rthermore, CG 1 vaiuare an Invests
under the evaluation process for the Focus List but then deaide to insiead put it on the App

1
T Pmauu meets

AR mav

‘ed ,LL::L
CG TAR perodically evaluates Tovestn

continue 1o meet the Approved List standards.

- . Voros . 3 5 .
<nt PL\WCLLL\‘C\ [Sremeits _'\\_ppl‘\fl‘;"i a List I8 (IQ‘[&‘IH}JIK Widlrer ey

Changes in Status from Focus List to Approved List. In light of the differng evaluation
methodolo ogy and standards for the Focus List and Appraved List, CG L AR may determune that an
Tavestment Product no lunrw meets the crtena for the Focus List or will no ]onger be reviewed under
the Focus List review process, but meets the cntena for the T‘?')Jl)\,(_\j List. If so, we generally noufy
program clients regarding s uch status chenges on a q

"\

Changes ia Status to Not Approved. CG IAR o  that an Tve

meets the criteila under elther Gmiuj, fore., the In*‘c;tmem Product will no 1011@"
be recommended in our Invesument ad ¥ programs. \‘v: notm ufecmu hents of th:‘SC’ do wnﬁmde\
You cannot retain a do unmﬁdﬂ Qab
replacement from the Approve
the program’s benefits in respect oi'

-stment Product no o nge

In some circumstances, ou may be able to retain termumated Investment Products in another advisory
. ; ,
program orin a “cﬂ:fmq& accuurt sub]ect to the regular terms and conditions applving to that program

In the Select UMA pmvmm we bene
NVesTment Proat t. In selecting th
fuct m the sam
nvestment Pr oduct. The replaceme

Prepared by Mariing Collins Group of Morgan Stanfay Page 12 of 3
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Watch Policy. CG IAR has a “Watch” policy for Investment Products on the Focus List and Approved
List. Watch status indicates that, in reviewing an Investment Product, CG IAR has identified specific
areas of the Sub-Manager’s or Fund’s business that (a) merit further evaluation by OG IAR and (b) may;
but are not certain to, result in the Investment Product becoming “Not Approved.” Putting an
Investment Product on Watch does not signify an actual change in CG IAR opinion nor is it a guarantee
that CG IAR will downgrade the Investment Product. The duraton of a Watch status depends on how
long CG IAR needs to evaluate the Investment Product and for the Investment Product to address any
areas of concern. For addrtional information, ask your Financial Advisor for a copy of GG IARs Watch
Policy:

Tactical Opportunities List. CG IAR also has a Tactical Opportunities List. This consists of certain
Investment Products on the Focus List or Approved List recommended for investment at a given time
based in part on then-existng tactical opportunities 1n the market.

Prepared by Marting Collins Group of Morgan Stanley Page 13 of 32
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50 - $249.999 1.00000% Morgan aey Fee | E 0.856/0
$750,000 - $490.00G. 100000% Sub-Manager Fee 0.0539%
! $500,000 - $892,929 0.90000% | Overlay Manager Fee’ 0.1200% |
: $1:000.000 -~ $1.999.090 0.60000%
: $2,000,000 - 54,599,999 0.80000%
Liriount Ovar 55,000,500 0 BR000Y, 1

. .
showmn m th

“na

7.81%.

ue of the 132,100 wrhow

i ~ - N
| Managed Futurss ACQR Managed Futures Strat Fd MF

S ey ey
HALOIMMICERISS LAy

" Uttre Short Durat

Virtus Emerging Mkis Opps Fd ME 65.00%
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US Large Growth Equity Winslow Large Cap Growth

[UStargeValue Equty: -~ NwQLarge Valus
US Mid Cap Growth Equity vy Mid Growth Fd
| US Mid Cap Value Equity 1C Systematic MV Fd

REITs (Real Estate Inv. Trust) ING Global Real Estate Fd

| US Small Growih ! JP Morgan Dynamic Sm Groy

US Small Value Equity Cambiar Small Value Fd

| inflation Linked Securities

kRock Infi Protected BA Fd

* Manager/Fund Narnes that are followed by an “SMA” or “MF” or “ETF” represer 2 separarely managed accourt, a murual fund, and an exchange-
traded fund, respectively:

Prepared by Marting Collins Group of Morgan Stanley Page 15 0f 32
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Mutual Fund & ETF Performance

The performance below shows the average annual wotal return of each mutual fund/ETF (“Fund”)
included in the proposal for the periods sbovm below; as well a5 since the Fund's mmce pmon To the

extent that any of these funds include a sales load, the effect of such a load is reflected in the
performance quotations. We are required to dlustrate the maximum possible effect of the load by
applicable law; however, if vou accept this proposal, the funds purchamd for you through this program
will have Subh ales loads waived. However, vour account wall be charged the Select L’\LA Tee, O your
returns would differ from — and be lower than ~ those shown below:

The impact of Select UMA program fees can be material. These program fees are deducted quarterly

and have a compounding effect on performance. For example, on an account with 2 1% annual fee, if
the gross annual Dé‘h ormance 15 6%, the compounding effect of the fees will result in a net p@rmrmmw
of approximately 4.94% after one vear, 4. 81% after three vears and 4.66% after five vears. See the Selec
UMA ADV brochure foran e.splmauon of the fees and Lhmggs that would apply if vou invest in 2

e

Fund through the Select UMA program.

As with any Fund tovestment, vou should consider the i

xpenses of the Funds carefully before il‘*\'c'\iul’?‘j. Your

- in derail with vou. Addidonaliy,

thtm ! e prospecius of each Fund Cot t;{ins th
information and other information abour the Fund. Prospectuses and current performance dawm

are available on our website at wwwamorgansranlevicom or through vour Financial Advisor

The performance data set forth below represents past performance. Past performance does not

guarantee future results. Investment returns and principal value of an investment will fluctuate

so that ap investor’s shares mayv be worth more or less than their original cost upon redemprion,
.

Current pcrfor ance may be lower or higher than the perlormance data quoted. For Funds
ith mulriple share classe

m

the data mav represent the actual performance of the oldest share
class prior to the L;cemion o‘f newer shure classes. This data s adjusted to reflect the expenszes
C

T T
of the newer share

Performance data as of the most recent month-end mayv be obtained by contacting vour
Financial Advisor, calling the fund company at the toll-free number shown in this proposal, or

anle v.com.

1
through wwww.morganst

1nual percentage. of
1d aJ other

Preparad by Marting Collins Group of Morgan Stanley Page 16 of 32
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Average Annual Total Returns as of September 2012

AQR Managed Futures
Strat Fd

AQMIX

2010/01

= ack
ot

Cambiar Small Value Fd

'z:atrsr Vance kz{: of | Bos’cc
"d

Eaton \/ar\ce Commodxty

2004/08

-3.29%

87 o

29.06%

Banh

4.78%

.

9.53%

. 500

1.35%

045%

1.32%

£66-290-2685
800441

|Sirat F EICSX  2010/04  579% NA NA 3.73% 127%  1.25% 800-262-1122
Goldman Sachs Abs - o o o e o
:-{C-UI({* T Fd ' GJIRTX . 2008/05 468% NA 121% ° 118k 8006210550
Virtus Emergirlg Mkts
i Opps Fd HIEMX 1997/10 21.78% 3.97% 18.06% 8.65% 1.42% 1.42% 800-243-1574
NG Glopal Real E’aiate oo o s 5 - o
: e i . leupe 200508 ,26 43% =1 0as, H62% A S 2:69% 999 8001002 0180
vy Mid Growth Fd

IYMIX 2007/04 24.63% 5.79% 11.72% 5.67% 1.05% 1.05% 800-777-6472

|

|

s Mcrgzn Dy; i Sme

3B9T% 07

T

Growth Fd E o s 1.22% | 110% 800-480-4111]
MetWest Totaf Rtn Bd Fd
MWTIX 2000003  11.01%  8.88%  833%  7.72%  0.41%  0.41% B800-241-4671
PIMCO Fran Bd uss . e o ..
Hedtd e 1992/12 - 1161%. - 85 e51% 0.60% % BEB-577-4526
PIMCO Short Term Bond '
I TSPX 198710 321%  273%  2086%  479%  0.58%  0.55% 883-877-4626
SEMDX . 1996710 1855% ',9 0% 1379%  1162% o 100%
‘Mg S AMG Cyatemd‘uc vW vV
Fo SYIMX  2008/12  20.56%  1.63% NA  419%  0.89%  0.88% 800-548-4539
“Thoraburg !n’{emﬂhcua . S s o o :
vl . TGVIX 108805 gadov - 3349 L 10.85%  B.31% . 088%  088% «bOO—rM‘ 9200,

* I)L\,Q.SC see the imDor”mnt perfurm..nce disclosures 'ocat~d at ﬂ"~ end of this Propos

o
T
Gt £ k»uf»a

Ty

al. Returns, other performance figures and any risk or other
fany :tpﬂ_mte account managerent fees,
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u

The anolﬁmce data designated as “Proposal” below on this page and on each of the followis
proposal is mtended to model what the rerurn of a portiolio would have been had vou been inve sted i the
nvesiment products recommended in this proposal. in the percentages recommended, over the time periods shown.
These returns are hypothetical returns based on a stmulared account (not an actual account). You would not
necessarily have obrained these performance results if you had hel 1d this pm“rono for the penods mdicated. Actual
erformance results of accounts vary due to factors such as uming of contributions and withdrawals, and
rcndmcing schedules. Also, fees would applto, and reduce the performance of, mvestment products included in
his hipothetical portiolio. The selection of investment products in this proposal reflects the benefit of

*O

o

indsight based on historical rates of return. This performance is presented for illustrative purposes only.

With respect wo third-party sbpgrat;k' managed accounts (“SMAs”), the performance informarion is based on other
accounts of the mvestment Sub-Manager that operated with substantially similar LJ'ESDL]CHL objectives and DO.ICICC
during the ume periods mdicared. \de respect to a.nma‘_cﬁ mvestmenst PIO\,“J\,B the performance information 1s
that of the affu;atq. investment product in a Consulting (*”OUD mvestment advisory program other than welea
UMA The data designated as “Pmpos; Benc h#m ;s derved from the stated bcﬁClﬁlCIm of each investment
_Drvc1 et inchuded in the weighrings set forth in our recommendation. As noted above, past performance does not
raranitee or predict future results.

'?

It is important to note that the performance set forth below does not take into account the fees thar would
be charged to the account. Ay illustrated 10 the Pedormunce Disclosures at the end of chis proposal, if an
mnce would be lower than that Qhown
by an amount that is directly propordonate to the fee charged. Please sce

account had been in existence for the time periods shown, its pcrforr

Schedule for an
illustratuon of the mpact of fees on account performance.

PERFORMANWNCE STATISTICS BEFORE |

Annualized Returns

A= X

oy
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Analysis of Up and Down Markets **

201’/
10 i

(n Z 0T —mD

UP1 DOVWINT Up2 DOWNZ

& PROPOSAL 1 PROPOSAL BENCHMARK

OPOS
ROPOSAL BENCHMARIK e ; HMOls e =T 2T %

orrnance disclosures ko

see the importatt p d at the end of this proposal. Returns, other performance figures and any risk
;

or other
ased on these performance figures do not reflect the payment of 2

eparate acCoumnt MAnagement fees.

* See diseusslon of “Upl,” “Dow
{ossary of Terms and Disclosur

1,7 “Up2,” “Down?)” “Standard Deviation,” “Risk-Ferwn Aral
at the end of this proposal.

and “Propesal Benchmark” in the
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3-YEAR RISK/RETURN ANALYSIS BEFORE FEES **

A

n

- 20% ‘

]

U
‘a

| .

. 15%— 1} 2 12

l - 7

z - 5 1
P e 21 o
j d 23 e
: 10%~— 19 | /// 24
: AT ]
f . 2022 4\ P

e‘ e &

§ 4 7

\“ :70/ PR //// .

Y ,/ o

r -

. (e | 6

P 14 i |
£ Ou//o '%T ‘ ‘ | ‘ | “
\ |
0% 5% 10% 15% 20% %o 30%
Annueglized Standard Deviation

N/A

R BA0% 5.67%
b3 0.09% 0.02%
4 A O 6485 2.93%
| 5 S&P 500 INDEX 13.21% 17.73%
B MBCHEAFRDINDEX - 2.42% 20.06%
L7 Winslow Large Cap Growth 14.01% 21.
§ NWCGLarge V 7.08% 1g,
P8 lvy Mid Growth Fd 14.56% 21
A0 NMors AMG Sysiematic MV Fd 12.89% 228
11 JP Morgan Dynamic Sm Growth Fd 14.94% 25,
12 Cambiar Smal Value Fd 14.84% 25
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| 13 AQR Managed Futures Strat Fd N/A N/A
P14 Goldman SachsAbsReturndrEd 0 L0 0 o ggae bRy
| 15 Thornburg International Val Fd 4.31% 19.30%
A6 VinusEmerging MKis Oppskd 0 it L e de iy
17 Eaton Vance Commodity Strat Fd N/A N/A J
A8 PIMCOShortTermBondEd 0 1.90% C406%
| 19 MetWest Total Rin Bd Fd 10.09%
| 20 BlackRook Infi Protected Bd Fd. . 8%
21 Eaton Vance Inc of Boston Fd 12.20%
22 PINCO FronBaUSSHedoedFe . iR oy
| 23 Western Em Debt Port Fd 11.15%
| 24 ING Global Resl Estate Fd. o ' o o 1000%

e

-ase see the important performance disclosures locared ar the end of this proposal Rerurns, other performance figures and any risk or other

S p - )
staristics based on these performance figures do not reflect the

aviment of ANy S€parate acCoUNt management jees.

jon,” “Risk-Retarn Analysis” and “Proposal Benchmark” in the

Prepared by Marting Collins Group of Morgan Stanley Page 210

(e8]
R



V. PERFORMANCE REVIEW*

Jainary §. 2013

S5-YEAR RISE/RETURNN ANALYSIS BEFORE FEES =%

A
n .
15%

4]

u H
a

! 10%— 23
, ! 1622
L Z 20 21 /
i mas | T 9 “ar
; o iy} / i2

= %5

4 18 — |

. S | 10

. i l 5 il

§ i
lu |

: : 24
" ‘ 15 :
S 5% — —¢ i
| ‘ | ! | i
0% 5% 10% 15% Z0% 25% 30%

¥
3
josi
[y
[
&
M
Q.
(631
-
o)
o
Q.
o)
-
jal
[}
iy
-
Q
-
O
=

N ERCHIEG) I |

3 90-DAY TREASURY BILLS 0.50% 0.43%
4 | BAGG BOND INDEX 6.55% 3349,
' 5 S&P 500 INDEX 1.05% 21
8 M 5.74% 286
7 Winslow Large Cap Growin 4.09% 23,
g J 2.07% 23 |
S lvy Mid Growth Fd 5.79% 24.83% |
N metic 1.63% 54:06%
L 11 0.76% 27.68%
12 4.79% 28.73%

- U
the end o ths prooposal.
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| 13 AQR Managed Futures Strat Fd N/A N/A
14 Goldman Sachs Abs Return TrFd L e D i

18 Thomburg International Val Fd 23.89%
16 VidusEmercing Mkis Opps BEd. s . a0y
17 Eaton Vance Commodity Strat Fd N/A N/A

|18 PIMCO Short Term Bond Fd . . o - 243%
19 MetWest Total Rtn Bd Fd 4.65%

20 BlackRock infl Protected Bd Fd o \ 866% 0 oo 450y
21 Eaton Vance Inc of Boston Fd 7.75% 17.85%
E 22 PiMCQ Frgn B{jU edged F{j i T T T T T 5;68(3%}

23 Western Em Debt Port Fd 9.71% 13.96%
PAMCCobaRealEslalera. L el e oo

s £ : - . :

isciosures located at the end of this propesal. Remns, other performance figures and anyv risk or other
- f

fizures do not reflect the payment of any separate account management fees.

* Please see the importamt performa
statistics based on these performanc

discussion of “Upl” “Downl,” “Up2” “Down2,” “Standard Deviation,” “Risk- Return Analysis” and “Proposal Benchmark” in the
Glossary of Terms and Disclosures at the end of this propasal.

0
o
«
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)
w
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o
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7-YEAR RISE/RETURN ANALYSIS BEFORE FEES **

b

20%

R ) T oniibes B §

15%—

.| N

' LG —

R 19 - o | |

. g o 7 12

G A e
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u T I
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Deviation

>
3
jon
o
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03]
o
jal]
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o
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PROPOSAL N/A NIA |

¢ PROPOSAL BENCHMARK « £.75% : , 10.36% |
i 3 90-DAY TREASURY BILLS 1.68% 1.02%
418 GG BONDINDEX. B8 ~ 3.27%
5 S&P 500 INDEX 4.48% 18.74%
& MSCIEAFE INDEX - NET OF DIVIDENDS : 1.85% 2278%
7 Winslow Large Cap Growth 7.51% 20.51%
8 NWO Large Vaiue: . 7.30% 20.:43%
9 vy Mid Growth Fd 7.86% 21.23%
10 Mors AMG Systemalie MY Fd N/A& NiA
11 JF Morgan Dynamic S Growth Fd 5.25% 24.85% |
12 Cambiar Small Value B 7 4%%, 25.28% |

ince disclosures loc

s do not reflect the paient of any separwe

“Seandard De

srosal
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| 13 AQR Managed Futures Strat Fd N/A N/A
@f@omm Sachs Abs Retum TrFd - = N - ORUA
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STEP 4: Ongoing Review Process

After vour investment products have been selected, your Financial Advisor will penodically monitor your
dormance. Consulting Group believes that an investmen: management program does not end with

account's peifo
LL mitial sJ ection of a strategy. Pcrodlc evaluarion and momitoring of your account ar od your long-term
vestment objectives help you to make periodic adjustmenss.

Morgan Stanlev will provide you with periodic r;pong showing your account performance. Many Financial
Advisors invite clients to review these reports with them either in one-on-one meetings or over the tﬂlephone.

Should your financial objectives change, please noufy your Financial Advisor so they can reassess vour overall
investment strategy and suggest appropriate adjustments.

The following services will be provided 1o you as part of the Select UMA program fee.

Consulting Services
& Defline investment objectives and risk wlerance levels
¢ Develop customized asset allocation strategies
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¢ Rebalance porttolios penodically (optional
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Communnicatdons (as required by client)

L . .
¢ Comprehensive penodic reports summanzing performance and portolic activiry

¢ Monthly account statements
e Trade confirmation of everytransaction (unless vou request otherwise)
1 ] I investment objectives
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90-day Treasury Bill Index: An unweighted average of weekly auction offenng rates of 90-day
Treasury bills. Treasury bills are backed by the full faith and credit of the US. government.

Barclays Capital Aggregate Index: The US. Aggregate Index covers the dollar-denominated
investment-grade fixed-rate taxable bond market, including Treasuries, government-related and
corporate securities, MBS pass-through securities, asset-backed securities, and commercial mortgage-
based securities. These major sectors are subdivided into more specific subindices that are calculated and
published on an ongoing basis. Total return comprises price appreciation/depreciation and income as a
percentage of the onomal mvestment. This index is rebalanced monthly by market capitalization.

Custom Allocation: Indicates that you have selected the “custom” version of the asset allocation
model and have created a customized asset allocation instead of utilizing a model pre-defined by us.

Downl: A portfolio’s performance during the most recent “down” cycle in a market. The most recent
“down” cycle consists of the most recent quarter in which market performance (as measured by the
benchmark) was less than zero. However, if the most recent such quarter was the last in a series of
successive quarters in which market performance was less than zero, the most recent “down” cycle
consists of that series of successive quarters. (For example, if the last “down” quarter was the fifth
successive “down” quarter, then the most recent “down” cycle is the period consisting of those five
successive quarters.) The length of the Down!1 period may be different from that of the Up1, Up2 and
Down2 periods.

Down2: A portfolio’s performance during the second most recent “down” cycle in a market. See the
definition of “Down!” for how we determine “down” cycles.

FA Discretionary Program: The client has elected to give discretion of the Select UMA account to the
Financial Advisor. The FA has ability to select the investment products within the account without the
consent of the client. Clients receive a playback of any changes to their account.

Firm Discretionary Program: The client has elected to give discretion of the Select UMA account to
Consulting Group. Consulting Group will make the asset allocation and investment product decisions
on behalf of the client.

MSCI EAFE Index(Net): The MSCI EAFE Index (Europe, Australasia, Far East) (net) is a free float-
adjusted market capitalization index that is designed to measure equity performance of developed
markets, excluding the US. & Canada. The MSCI EAFE Index consists of the following 22 developed
market country indices: Australia, Austria, Belgium, Denmark, Finland, France, Germany, Greece, Hong
Kong, Ireland, Israel, Italy; Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain,
Sweden, Switzerland and the United Kingdom (as of May 2011). Net total return indices reinvest
dividends after the deduction of withholding taxes, using(for international indices) a tax rate applicable
to non-resident institutional investors who do not benefit from double taxation treaties.

Non-Discretionary Program: The client requires the FA to consult with them before implementing
any changes to their account.

Proposal Benchmark: This is a blend of the individual investment products' benchmarks in an
allocation equal to the proposal. For example, if the proposal has a 50% US Large Cap Core Equity and
a 50% US Core Fixed Income allocation, the Proposal Benchmark would be 50% S&P 500 Index +
50% BC Aggregate Bond Index. The calculation of this blend assumes monthly rebalancing of the
weighting of individual product benchmarks back to the target allocation and is likely to differ from
actual practice in client accounts. For additional information regarding your Proposal Benchmark, please
contact your Morgan Stanley Financial Advisor.

Consulting Group
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Risk-Return Analysis: On the risk-return graphs, also known as scattergrams or scatterplots, each
point on the analysis represents both the return and risk of the proposal and benchmarks. Risk, defined
as standard deviation, is measured along the x-axis, while return is measured along the yaxis. The
vertical and horizontal lines drawn th_roubh the proposal or benchmark divide the graph into four
quadrants. The northwest quadrant is sometimes regarded as the most desirable quadrant since any
point falling there has both return exceeding the benchmark and less risk than the benchmark. In
general, anything plotted to the northwest of another point on the graph is considered to have
outperformed the other on a nisk-adjusted basis. Historical risk-adjusted performance is not a predictor
of future risk-adjusted performance.

S&P 500 Index: Widely regarded as the best single gauge of the US. equities market, this world-
renowned index includes a representative sample of 500 leading companies in leading industries of the
US. economy: Although the S&P 500 focuses on the large-cap segment of the market, with over 80%
coverage of US. equities, 1t is also an ideal proxy for the total market.

Standard Deviation: The statistical measure of the degree to which an individual value in a probability
distribution tends to vary from the mean of the distribution. The standard deviation of performance
can be calculated for each security and for the portfolio as a whole. The greater the degree of
dispersion, the greater the nisk.

Strategic Asset Allocation: A blend of asset classes that we recommend in the Select UMA program
to seek to maximize returns in the long run for a given risk tolerance level.

Tactical Asset Allocaton: A blend of asset classes that we recommend in the Select UMA program to
seek to maximize returns over a shorter period (generally 12 months or so) for a given risk tolerance.

Up1: A portfolio’s performance during the most recent “up” cycle in a market. The most recent “up”
cycle consists of the most recent quarter in which market performance (as measured by the benchmark)
was greater than zero. However, if the most recent such quarter was the last 1 na series of successive
quarters in which market performance was greater than zero, the most recent “up” cycle consists of that
series of successive quarters. (For example, ¥ the last “up” quarter was the fifth successive “up” quarter,
then the most recent “up” cycle is the period consisting of those five successive quarters.) The length of
the Upl peniod may be different from that of the Up 2, Downl and Down2 periods.

Up2: A portolio’s performance during the second most recent “up” cycle in a market. See the
definition of “Up1” for how we determine “up” cycles.

Consulting Group
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IMPORTANT DISCLOSURES

Although the statements of fact and data in this proposal have been obtained from, and are based
upor, sources that we believe to be reliable, we do not guarantee their accuracy; and any such
information may be incomplete or condensed. All opinions included in this material constitute our
judgment as of the date of this material and are subject to change without notice. This material is
provided for informational purposes only and is not intended as an offer or solicitation with respect
to the purchase or sale of any security. The information shown is provided by the Consulting Group
and Sub-Managers and, where provided by Sub-Managers, is not independently venfied by us.

Performance. For those Select UMA Sub-Managers that participate in the Morgan Stanley Fiduciary
Services program, and beginning with the first full quarter after the acceptance by the Sub-Manager of
the first Fiduciary Services client in this style, the composite performance figures represent the Sub-
Manager’s actual Morgan Stanley Fiduciary Services performance in this style (for all fee paying
accounts with no investment restrictions), and are calculated by Morgan Stanley: Performance figures
for Sub-Managers that do not participate in the Fiduciary Services program (and for Sub-Managers
that do participate in the Fiduclary Services program, performance figures for periods prior to the
Sub-Managers participation) are for a composite compiled by the Sub-Manager, and are calculated by
the Sub-Manager. Please note that some of the performance information for the Sub-Manager
depicts the performance of accounts employing similar, but not the actual, investment strategies that
will be used for Select UMA clients. Because the accounts contained in the Sub-Manager’s composite
were not managed contemporancously with the Select UMA accounts, may be different in size than a
typical Select UMA account or may have been managed with a view toward different client needs and
considerations, the specific securities held and rates of return achieved for Select UMA accounts may
differ from those of the Sub-Manager’s composite. Also, the Sub-Manager’s composite may have
included IPO investments, while Select UMA accounts do not invest in IPOs. Actual results may vary.

Since Sub-Managers may use different methods of selecting accounts to be included in their
performance composites and for calculating performance, returns of different Sub-Managers may not
be comparable.

Each Sub-Manager, as mnvestment adviser to the client, will exercise discretion to select securties for
the client’s account by (1) delivering a model portfolio to the Overlay Manager{which is part of
Morgan Stanley), which the Overlay Manager will implement (subject to any client instructions
accepted by the Overlay Manager); or (i) (in the case of an executing Sub-Manager) implementing its
mvestment decisions directly.

The investment results depicted herein represent historical gross performance with no deduction for
investment management fees or any applicable insurance or annuity charges. Actual returns will be
reduced by expenses, including management fees. Please see the Select UMA ADV brochure for a full
disclosure of the fee schedule. Because the fees are deducted quarterly; the fees will have a
compounding effect on performance and can be materal. For example, on an account with an initial
value of $100,000 and a 2% annual fee, if the gross performance is 10% per year over a three-year
period, the compounding effect of the fees will result in a net compound rate of return of
approximately 7.81% per year over a three-year period, and the total value of the client’s portfolio at
the end of the three-year period would be approximately $133,100 without the fee and $125,307 with
the fee.

Consulting Group
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Performance results inchude all cash and cash equivalents, are time weighted, annualized for time
periods greater than one year and include realized and unrealized capital gains and losses and
reinvestment of dividends, interest and income.

As aresult of recent market activity; current performance may vary from the figures shown. Please
contact your Financial Advisor for up-to-date performance information. Past performance is not a
guarantee of future results. Diversification does not ensure a profit or protect against loss.

General Information. All Funds are sold by prospectus, which contains more complete
information about the fund. Please contact your Financial Advisor for copies. Please read the
prospectus and consider the fund’s objectives, risks, charges and expenses carefully before
investing. The prospectus contains this and other information about the fund.

Return and principal value of investments will fluctuate and, when redeemed, may be worth more or
less than their oniginal cost. Investments are not FDIC insured or bank guaranteed, and investors may
lose money. There 1s no guarantee that past performance or information relating to return, volatility;
style reliability and other attnbutes will be predictive of future results. The value of an investor's
shares of anyfund will fluctuate and, when redeemed, may be worth more or less than the investor’s
cost.

If the client selects a “custom” version of the model for the client’s unified managed account, unless
the client has elected Financial Advisor Discretion, the client (not Morgan Stanley) will determine the
initial asset allocation for the model and will be responsible thereafter for any adjustments to the asset
allocation of the model. The client’s Financial Advisor may utilize recommendations of the our
Global Investment Commitiee (“GIC”) as a resource in assisting the client in defining a custom
model. If the Financial Advisor does utihize GIC recommendations in connection with defining a
custom model, there is no guarantee that any model defined will in fact mirror or track GIC
recommendations.

Individual retirement accounts and other retirement plan clients that participate in Morgan Stanley
advisory programs may be prohibited from purchasing investment products managed by affiliates of
Morgan Stanley:

Morgan Stanley Smith Barney LLC its affiliates, and its employees are not in the business of
providing tax or legal advice. These matenals and any tax-related statements are not imended or
written 1o be used, and cannot be used or relied upon, by any taxpayer for the purpose of avoiding tax
penalties. Tax-related statements, if any, may have been written in connection with the "promotion or
marketing” of the transacton(s) or matters (s) addressed by these matenals, to the extent allowed by
applicable law: Any taxpayer should seek advice based on the taxpayer’s particular circumstances from
an independent tax advisor. The performance of tax-managed accounts is likely to vary from that of
non-tax managed accounts.

To obtain Tax Management Services, a client must complete the Tax Management Form, and deliver
the signed form to us. For more information on Tax Management Services, including its features and
limitations, please ask your Financial Advisor for the Tax Management Form. Review the form
carefully with your tax advisor. Tax Management Services (a) apply only to equity investments in
separate account sleeves of client accounts; (b) are not available for all accounts or clients; and (c)
may adversely impact account performance. Tax Management Services do not constitute tax advice or
a complete tax-sensitive investment management prograrm. There is no guarantee that Tax
Management Services will produce the desired tax results.

Consulting Group
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Investing in the market entatls the risk of market volatility. The value of all types of securities,
including Funds, may increase or decrease over varying time periods.

To the extent the investments depicted herein represent international securities, you should be aware
that there may be additional risks associated with international investing, including foreign economic,
political, monetary and/or legal factors, changing currency exchange rates, foreign taxes, and
differences in financial and accounting standards. These risks may be magnified in emerging markets.
International investing may not be for everyone. Small and mid-capitalization companies may lack the
financial resources, product diversification and competitive strengths of larger companies. In addition,
the securities of small capitalization companies may not trade as readily as, and be subject to higher
volatility than, those of larger, more established companies.

Ultra-short bond funds are Funds that generally invest in fixed income securities with very short
maturities, typically less than one year. They are not money market funds. While money market funds
attempt to maintain a stable net asset value, an ultra-short bond fund’s net asset value will fluctuate,
which may result in the loss of the principal amount invested. They are therefore subject to the risk
associated with debt securities such as credit and interest rate risk.

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a
bond’s maturity; the more sensitive 1t is to this risk. Bonds may also be subject to call risk, which
allows the issuer to retain the right to redeem the debt, fully or partially; before the scheduled maturity
date. Proceeds from sales prior to maturity may be more or less than onginally invested due to
changes in market conditions or changes in the credit quality of the issuer. High-yield bonds are
subject to additional risks such as increased nsk of default and greater volatility because of the lower
credit quality of the issues.

In unified managed account programs at Morgan Stanley; alternative investments are limited to
primarily US.-registered open-end mutual funds and exchange-traded funds (ETFs) that seek to
pursue alternative investment strategies or returns. Mutual funds in this category may employ various
mvestment strategies and techniques for both hedging and more speculative purposes, such as short
selling, leverage, derivatives and options, which can increase volatility and the risk of investment loss.
Alternative investments are not suitable for all investors.

Investing in commodities entails significant risks. Commodity prices may be affected by a variety of
factors at any time, including, but not limited to, (1) changes in supply and demand relationships, (i)
governmental programs and policies, (i) national and iernational political and economic events, war
and terrorist events, (1v) changes in interest and exchange rates, (v) trading activities in commodities
and related contracts, (v) pestﬂence, technological change and weather, and (viy) the price volatlity of
a commodity. In addition, the commodities markets are subject to temporary distortions or other
disruptions due to various factors, including lack of liquidity; participation of speculators and
government mtervention.

The nisks of investing in REITs are similar to those associated with direct investments in real estate:
lack of liquidity; limited diversification, and sensitivity to economic factors such as interest rate
changes and market recessions.

Derivatives, in general, involve special risks and costs that may result in losses. The successful use of
derivatives requires sophisticated management in order to manage and analyze derivatives

Consulting Group
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transactions. The prices of derivatives may move in unexpected ways, especially under abnormal
market conditions. In addition, correlation between the particular derivative and an asset or liability of
the investment portfolio may not be what the investment manager expected. Some derivatives are
"leveraged" and therefore may magnify or otherwise increase investment losses. Other risks include
the potential inability to terminate or sell derivative positions, as a result of counterparty failure to

settle or other reasons.

In this proposal, “Morgan Stanley;” “we,” “us,” or “our” apply to Morgan Stanley Smith Barney LLC.

© 2012 Morgan Stanley Smith Barney L1.C Member SIPC. Consulting Group is a business of Morgan Stanley Smith Barney LLC

Consulting Group

Prepared by Marting Collins Group of Morgan Stanley Page 32 of 32



BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS

BOB STUMP — CHAIRMAN
GARY PIERCE

BRENDA BURNS

SUSAN BITTER SMITH
BOB BURNS

IN THE MATTER OF THE APPLICATION OF ) DOCKET No. E-01933A-12-0291
TUCSON ELECTRIC POWER COMPANY FOR )

THE ESTABLISHMENT OF JUST AND )

REASONABLE RATES AND CHARGES )

DESIGNED TO REALIZE A REASONABLE )

RATE OF RETURN ON THE FAIR VALUE OF )

ITS OPERATIONS THROUGHOUT THE STATE )

OF ARIZONA )

' )

Direct Testimony of
Malissa Buzan
On Behalf of

Cynthia Zwick

January 10, 2013




10
11
12

14
15
16
17
18
19
20
21
22
23

25
26
27
28

Please state your name and address.

My name is Malissa Buzan, and my address is 5515 S. Apache Avenue, Suite 200,
Globe, Arizona 85501.

Have you ever testified before the Arizona Corporation Commission?

I have not provided testimony in any cases before, but I have provided public
comment on several occasions.

By whom are you employed?

I'am employed as the Acting Director of the Gila County Community Services
Department, and I serve as President of the Arizona Community Action
Association (ACAA).

In what capacity are you testifying today?

I am testifying as the President of Arizona Community Action Association
(ACAA).

What is the mission of Arizona Community Action Association? .

Our missions is advocating, educating and partnering to prevent and alleviate
poverty, and we administer a number of programs to help individuals and families
access the tools they need to become self-sufficient, including the Home Energy
Assistance Fund.

What is the Home Energy Assistance Fund?




It is the first warm weather fuel fund which leverages various fund sources,
including utility funding, in order to assist families with the payment of their
utility bills and with weatherization. We work with community partners
throughéut the state, including faith based orgénizations, to provide bill assistance
and weatherization services. Actually, Mr. Jones provides a wonderful description
in his testimony.

Why are you testifying today?

As President of ACAA and as someone who works with low-income families
every day, I am testifying today in order to support Cynthia Zwick’s
recommendation that the $4.5 million LIFE fund be provided to ACAA for
investment and for ongoing and sustainable support for TEP’s low income
customers.

Why do you believe ACAA is an appropriate organization to manage these funds?
ACAA conceived of and created the Home Energy Assistance Fund in 2004 and
has been an affective trustee of the funds we have received, investing those funds,
growing our investment, and expanding our partner networks statewide in order to
effectively serve families in need of assistance.

Are you aware of what TEP is proposing to do with the LIFE fund in thié case?

I am, and I support the alternative suggestion proposed by Ms. Zwick for a couple
of reasons. First, Ms. Zwick’s proposal will allow for the use of the $4.5 million
as it was originally intended to be used — helping vulnerable customers in the TEP

territory. Second, through ACAA’s investment and management of these funds,

(U8




this program will sustain itself for years to come, provide more funding than
currently available through the fund, and continue to provide funding to those
customers who struggle. While it is my hope that someday fewer and fewer
customers will need any assistance, history indicates that due to a variety of
reasons, members of our community will continue to struggle periodically, and
there needs to be assistance so they may remain safe and healthy during those
difficult times.

Does ACAA have the capacity to manage these funds effectively?

We do. Our Board and staff work with Charles Collins of Smith Barney Morgan
Stanley on our investments, and have been able to not only sustain but grow the
funds for which we are currently responsible, allowing more families to be served.
Does this conclude your testimony?

Yes, it does, thank you.
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Q. Please state your name for the record.

A. Cynthia Zwick

Q. Have you previously filed testimony in this case?

A Yes. | filed direct testimony on January 11, 2013.

Q. What is the purpose of this additional testimony?

A. My testimony at this time is intended to articulate my support for the Settlement
Agreement filed in this case.

Settlement discussions began in this case on January 15, 2013, with all parties receiving
notice and an opportunity to participate. | was able to fully participate in these discussions in
order to share my position and concerns about the case as originally filed.

Arizonans throughout the Tucson Electric Power (TEP) service territory continue to
struggle to find jobs, to maintain their homes, to feed their families, in short to simply make
ends meet, and are also unable to maintain utility service. The parties signing the Settlement
Agreement in this case have agreed that circumstances are such that in order to maintain the
economic viability of the Company, ensure that low and formerly middle income families realize
reasonable rates, are subject to fair practices and procedures, and have additional support
available in order to ensure consistent and continued electric service. These parties have
entered into the agreement that is before the Commission.

The provisions in this case related to low-income customers that all settling parties have
agreed to support the following provisions relating to low-income customers:

e Tucson Electric Power will make an annual contribution of $150,000 to Arizona

Community Action Association to fund low-income utility bill assistance
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programs, commencing on September 1, 2013;
e  TEP will limit a typical Lifeline customer’s increase to an amount that is
reflective of the average monthly dollar increase of a standard R-01 customer;
o Lifeline customers will be subject to both the PPFAC and DSM surcharges; and
e The Lifeline rates currently in place will continue to survive this case though
most will become frozen rates (which will, through attrition phase out over
time) with the conditions and discounts applying to all existing and continuing
Lifeline rates.
My Direct Testimony and participation in this case was exclusive to the impact of this
rate increase on low-income customers.
| offer my full support to the agreements reached with respect to the Low-Income issues
listed above and thank the Parties to this Settlement for their considered position and urge the
support of the Commission as well.
Q. Does this conclude your testimony?

A. Yes, it does.
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RESPECTFULLY SUBMITTED this 15" day of February, 2013.

ORIGINAL and thirteen (13) COPIES of the

-

By (Mﬁlgﬁy
U/

Cynthia Z\A&LC}
1940 E. Luke Avenue
Phoenix, AZ 85016

Foregoing were filed with docket control this 15%

day of February, 2013.

COPIES of the foregoing were emailed this
15™ day of February, 2013 to:

Jane L. Rodda, Administrative Law Judge
Hearing Division

Arizona Corporation Commission

400 W. Congress, Suite 218

Tucson, AZ 85701

Michael W. Patten, Esq.

Roshka, DeWulf & Patten, PLC
One Arizona Center

400 East Van Buren St., Suite 800
Phoenix, AZ 85004

Bradley S. Carroll
Tucson Electric Power
PO Box 711

Tucson, AZ 85702

Daniel Pozefsky

RUCO

1110 W. Washington, Suite 220
Phoenix, AZ 85007

C. Webb Crocket
Patrick J. Black
Fennemore Craig, PC

Kurt J. Boehm

Jody M. Kyler

Boehm, Kurtz & Lowry
36 E. 7" St., Suite 1510
Cincinnati, OH 45202

John William Moore, Ir.
7321 North 16" St.
Phoenix, AZ 85020

Stephen J. Baron

J. Kennedy & Associates

570 Colonial Park Drive, Ste 305
Roswell, GA 30075

Thomas L. Mumaw

Melissa Kreuger

Pinnacle West Capital Corporation
PO Box 53999, MS 8695

Phoenix, AZ 85072-3999

Leland Snook

Zachary J. Fryer

APS

PO Box 53999, MS 9708
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3003 N. Central Avenue, Suite 2600
Phoenix, AZ 85012-2913

Kevin C. Higgins

Energy Strategies, LLC

215 S. State Street, Suite 200
Salt Lake City, Utah 84111

Jeff Schlegel

SWEEP

1167 W. Smalayuca Dr.
Tucson, AZ 85704-3224

Nicholas J. Enoch

Jarrett J. Haskovec
Lubin & Enoch, PC
349 N. Fourth Ave.
Phoenix, AZ 85003

Travis Ritchie

Sierra Club Environmental Law Program
85 Second St., 2™ Floor

San Francisco, CA 94105

Terrance A. Spann, Esq.

General Attorney

Regulatory Law Office (JALS-RL/IP)
US Army Legal Services Agency
9275 Gunston Rd., Suite 1300
Fort Belvoir, VA 22060-5546

Lawrence V. Robertson
P.0O. Box 1448
Tubac, AZ 85646

Robert J. Metli

Munger Chadwick, P.L.C.

2398 East Camelback Road, Suite 220
Phoenix, AZ 85012

Phoenix, AZ 85072-3999

Timothy Hogan

Arizona Center for Law in the
Public Interest

202 E. McDowell Rd., Suite 153
Phoenix, AZ 85004

Michael Grant

Gallagher & Kennedy, PA
2575 E. Camelback Rd
Phoenix, AZ 85016

Gary Yaquinto, President and CEO
Arizona Investment Council

2100 N. Central Ave., Suite 210
Phoenix, AZ 85004

Janice M. Alward, Chief Counsel
Legal Division

Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007-2927

Steve Olea, Director

Utilities Division

Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007

Court S. Rich

Rose Law Group, PC

6613 North Scottsdale Rd.
Suite 220

Scottsdale, AZ 85250

Rachel Gold

Senior Regulatory Analyst
Opower, Inc.

642 Harrison St., Floor 2
San Francisco, CA 94110




